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PREFACE 


The  purpose  of  this  text  is  to  serve  as  a  basis  for  an  intro- 
ductory course  in  bookkeeping  and  accounting  and  to  provide  a 
training  which  will  serve  the  needs  of  three  classes  of  students : 

1.  Those  who  desire  to  obtain  employment  in  the 
accounting  department  of  a  business  upon  the  comple- 
tion of  a  secondary  school  course  in  bookkeeping  and 
accounting. 

2.  Those  who  do  not  desire  to  become  bookkeepers 
or  accountants,  but  who  expect  to  enter  business  life 
upon  the  completion  of  their  secondary  school  course 
and  desire  a  knowledge  of  bookkeeping  and  account- 
ing which  will  be  of  assistance  to  them  in  whatever 
line  of  business  they  may  enter. 

3.  Those  who  expect  to  take  courses  in  accounting 
in  the  university  schools  of  commerce  and  desire  a 
preliminary  training  which  will  serve  as  a  basis  for 
these  courses. 

It  is  undoubtedly  true  that  only  a  small  percentage  of  the 
students  studying  bookkeeping  and  accounting  in  the  secondary 
schools  become  bookkeepers.  The  larger  part  enter  business  occu- 
pations of  various  kinds,  while  an  increasing  number  continue  their 
studies  in  the  university  schools  of  commerce  before  entering  busi- 
ness life.  This  text  has  been  designed  especially  to  meet  this  situ- 
ation. Bookkeeping  technique  and  routine  have  been  eliminated  to 
a  considerable  extent,  especially  in  the  early  part  of  the  text ;  and 
general  principles  have  been  emphasized  with  especial  attention  to 
those  governing  the  interpretation  and  use  of  the  information  pro- 
vided by  the  accounting  records. 

This  text  is  distinctly  different  from  other  elementary  texts  on 
bookkeeping  which  seem  to  proceed  with  the  assumption  that  their 
chief  function  is  to  train  bookkeeping  clerks  and  that  as  much 
technique  as  possible  must  be  given  at  the  beginning  of  the  course; 
however,  sufficient  bookkeeping  technique  is  given  in  connection 
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4  Preface 

with  both  the  text  material  and  the  laboratory  exercises  to  train 
the  student  to  do  efficient  work  as  a  bookkeeper. 

This  text  is  based  on  the  assumption  that  the  primary  function 
of  the  bookkeeping  records  is  to  provide  information  which  may 
be  used. in  the  management  of  a  business.  This  idea  is  emphasized 
both  by  the  nature  of  the  subject-matter  and  the  method  of  its 
organization.  This  is  well  illustrated  in  the  beginning  chapter, 
which  does  not  commence  with  a  series  of  abstract  definitions  or  a 
discussion  of  debit  and  credit,  but  with  a  simple  explanation  of  the 
meaning  and  purpose  of  accounting  which  leads  the  student  to  see 
the  nature  and  purpose  of  the  things  he  is  to  study.  In  the  next 
few  chapters  he  is  led  to  see  that  the  function  of  accounting  is  to 
provide  information  with  reference  to  assets,  liabilities,  proprietor- 
ship, income,  and  expense,  and  how  this  information  may  be  pre- 
sented in  usable  form  by  means  of  simple  reports,  such  as  the 
Balance  Sheet  and  Statement  of  Profit  and  Loss.  The  accounts  and 
books  of  original  entry  are  then  introduced  as  a  means  of  pro- 
viding the  information  necessary  to  make  these  reports.  Debit  and 
credit  are  explained  quite  logically  and  simply  in  connection  with 
the  construction  and  interpretation  of  the  account. 

Throughout  the  text  the  student  is  taught  to  analyze  each  trans- 
action and  to  determine  how  its  effect  on  the  business  will  appear 
on  the  accounting  reports  before  he  attempts  to  make  a  record 
of  it.  He  is  taught  to  record  the  transaction  in  such  a  way  as  to 
describe  its  effect  on  the  business  instead  of  describing  the  trans- 
action itself.  In  other  words,  he  is  taught  to  look  at  his  records 
from  the  viewpoint  of  the  manager  and  not  from  the  viewpoint  of 
the  bookkeeper.  This  not  only  enables  him  to  keep  his  records  so 
that  they  will  be  more  useful  to  the  manager,  but  trains  him  so 
that  he  can  advance  to  a  managerial  position. 

The  teacher  will  find  considerable  subject-matter  in  this  text 
which  is  not  ordinarily  given  in  a  first-year  course  in  bookkeeping 
and  accounting.  Such  subject-matter  appears  in  every  chapter,  but 
some  of  the  more  important  topics  not  ordinarily  found  in  elemen- 
tary texts  are:  turnover;  calculation  of  percentages;  graphical 
methods  of  presenting  facts ;  comparative  balance  sheets ;  compara- 
tive statements  of  profit  and  loss;  schedules,  exhibits  and  analytical 
statements.  The  introduction  of  these  topics  is  in  harmony  with 
the  general  plan  of  the  text  to  teach  the  student  the  use  of  the 
information  provided  by  the  accounting  records,  as  well  as  how  to 
construct  these  records. 


Digitized  by 


Googk 


Pkbpace  5 

The  text  material  is  divided  into  distinct  chapters,  each  chapter 
dealing  with  one  principal  topic.  Each  chapter  consists  of  three 
parts : 

1.  A  discussion  of  the  accounting  principles  which 
relate  to  the  topic  of  the  chapter. 

2.  A  series  of  questions  and  short  problems  for 
class  discussion  which  develop  and  apply  the  prin- 
ciples discussed  in  the  chapter.  These  questions  are 
primarily  " thought' '  questions  which  develop  the  stu- 
dent's ability  to  analyze  and  interpret  business  and 
accounting  statistics. 

3.  Laboratory  exercises  and  problems  which  illus- 
trate and  require  the  application  of  the  principles  dis- 
cussed in  the  chapter.  Although  most  of  the  labora- 
tory material  consists  of  short  exercises  which  illus- 
trate specific  principles  and  minimize  detail,  sufficient 
"sets' '  running  over  a  continuous  period  of  two  or 
more  months  are  given  to  afford  the  student  an  ac- 
quaintance with  the  bookkeeping  system  as  a  whole. 
Business  practice  is  optional  with  two  of  these  sets. 

It  can  be  seen  from  the  foregoing  that  the  material  is  adapted 
to  instruction  by  the  class  recitation  method.  It  has  been  arranged 
so  that  class  assignments  can  be  made  and  recitations  based  on 
these  assignments  conducted. 

This  text  is  the  outgrowth  of  the  author's  experience  in  teach- 
ing bookkeeping  and  accounting  for  several  years  in  high  school 
and  university.  Much  of  the  material  included  in  the  present 
volume  has  been  used  by  him  in  teaching  bookkeeping  in  secondary 
schools.  Recently  it  has  been  used  as  a  basis  for  his  course  at  the 
University  of  Chicago  on  "The  Teaching  of  Bookkeeping  in  Sec- 
ondary Schools.1 '  During  the  past  year  it  has  been  used  in  the 
same  course  given  at  the  University  College  of  the  University  of 
Chicago  for  teachers  of  bookkeeping  in  the  Chicago  high  schools.  It 
has  also  been  used  during  the  past  year  in  manuscript  form  in 
several  high  schools.  Many  suggestions  received,  both  from  the 
teachers  who  used  the  manuscript  in  class  work  and  those  who 
have  attended  the  classes  of  the  author,  have  been  incorporated  in 
the  text. 

The  author  is  indebted  to  many  teachers,  accountants  and  busi- 
ness men  for  helpful  suggestions  in  connection  with  the  preparation 
of  the  manuscript.    Among  those  to  whom  he  is  especially  indebted 
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6  Preface 

are  the  following:  Prof.  Ij.  C.  Marshall  and  Prof.  L.  S.  Lyon,  his 
colleagues  in  the  University  of  Chicago  and  A.  L.  Loring,  of  the  State 
Normal  School,  Kalamazoo,  Michigan,  who  have  given  many  sug- 
gestions with  reference  to  phraseology,  methods  of  presentation, 
etc.;  II.  F.  Ford,  director  of  the  Commercial  Department,  High 
School,  Springfield,  Illinois,  who  has  used  the  manuscript  during 
the  school  year  1919-1920  with  more  than  150  first-year  pupils  and 
has  given  many  suggestions  which  have  assisted  in  making  the  text 
clear  and  teachable;  \V.  C.  Harvey,  of  Hibbard,  Spencer,  Bartlett 
&  Co.,  and  Prof.  A.  C.  Hodge,  of  the  University  of  Chicago,  who 
assisted  materially  in  the  preparation  of  the  laboratory  set  beginning 
with  Chapter  XXV;  Mr.  George  E.  Frazer,  C.  P.  A.,  the  author's 
partner,  who,  by  means  of  our  frequent  discussions,  has  influenced 
the  point  of  view  which  the  text  emphasizes. 

James  0.  McKinsey. 
School  of  Commerce  and  Administration, 
University  of  Chicago. 
June  1,  1920. 
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Bookkeeping  and  Accounting 

CHAPTER  I 

MEANING  AND  PURPOSE  OF  ACCOUNTING 

Meaning  of  Accounting 

Business  men  have  learned  by  experience  that  to  manage  a 
business  successfully  it  is  necessary  to  have  information  about  the 
operations  which  the  business  performs  or  the  things  which  the  busi- 
ness does.  The  term  " business' '  as  here  used  includes  all  the 
activities  by  which  individuals  or  groups  of  individuals  seek  to  earn 
a  livelihood.  In  this  sense,  the  butcher,  the  grocer,  the  dry  goods 
merchant,- the  lawyer,  the  physician,  the  druggist,  are  all  "business 
men"  and  are  engaged  in  the  management  of  a  " business/ '  Each 
of  these  must  have  certain  information,  must  know  certain  things 
about  what  he  does  day  by  day,  in  order  to  plan  what  to  do  in  the 
future  if  he' is  to  be  successful. 

The  butcher  must  know  how  many  pounds  of  meat  of  each 
kind  he  sells  every  day,  in  order  to  know  how  many  pounds 
to  have  on  hand  to  meet  tomorrow's  sales.  The  physician  must 
know  how  many  times  he  has  called  on  each  patient  in  order 
to  know  how  much  the  patient  owes  him  for  his  services.  The  dry 
goods  merchant  must  know  how  much  he  has  sold  to  each  customer 
who  purchased  "on  account' '  so  that  he  may  be  able  to  col- 
lect the  proper  amount  when  it  becomes  due.  The  grocer  must 
know  how  much  he  paid  for  the  groceries  he  has  purchased  before 
he  will  know  at  what  price  to  sell  them.  Each  of  the  above,  in 
all  probability,  will  need  information  other  than  that  mentioned, 
but  the  illustrations  given  are  sufficient  to  indicate  the  necessity 
for  some  information  in  the  management  of  every  business,  however 
small  that  business  may  be. 

A  business  man  may  depend  upon  memory  for  a  part  or  all  of 
the  information  which  he  desires  about  his  business.  The  butcher 
may  remember  from  day  to  day  the  sales  made  and  be  able  to  judge 
therefrom  the  purchases  which  he  should  make.     The  grocer  may 
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remember  how  much  he  paid  for  his  groceries  and  make  his  selling 
prices  accordingly.  In  a  business  of  considerable  size,  however,  it  is 
impossible  for  the  owner  or  manager  to  remember  all  he  desires  to 
know  about  his  business. 

If  the  physician  calls  on  but  ten  patients,  he  may  remember  how 
many  times  he  calls  on  each,  but  if  he  visits  fifty  patients  he  will 
find  it  necessary  to  make  a  record  of  each  visit  in  order  to  be  able 
to  determine  the  amount  which  each  patient  owes  him.  If  the  grocer 
buys  and  sells  numerous  articles  he  will  be  unable  to  remember  the 
cost  of  each  and  he  will  need  a  record  of  each  purchase  from  which 
he  can  obtain  this  information.  After  he  has  sold  the  groceries, 
he  will  desire  to  know  whether  a  profit  has  resulted  from  their  sale 
and  he  can  not  remember  all  the  facts  which  are  necessary  for  him 
to  determine  this. 

It  will  be  seen,  therefore,  that  certain  information  about  the 
operations  of  a  business  is  necessary  if  it  is  to  be  managed  success- 
fully. Since  all  the  information  necessary  can  not  be  remembered 
by  the  business  man,  he  must  devise  some  method  by  which  to 
obtain  it. 

The  method  which  he  employs  is  to  make  a  record  of  such  in- 
formation as  he  desires  to  keep.  Through  experience  and  practice 
certain  ways  and  means  have  developed  to  record  this  informa- 
tion so  as  to  make  it  most  useful  to  the  business  man.  There  have 
developed  ways  also  by  which  it  may  be  prepared  for  his  use  in  a 
classified  and  summarized  form.  These  ways  and  means  by  which 
information  about  the  operations  of  the  business  is  recorded  and 
prepared  for  the  use  of  the  business  man  are  known  as  Accounting. 
It  will  be  seen,  therefore,  that  accounting  means  simply  a  method  by 
which  certain  desired  information  about  a  business  may  be  obtained. 

The  Nature  of  the  Information  Provided  by  Accounting 

The  nature  and  extent  of  the  information  which  the  accounting 
records  provide  will  depend  largely  upon  the  nature  of  the  business 
for  which  the  records  are  kept.  Accounting  provides  information 
about  the  operations  of  a  business,  that  is,  about  the  things  which 
a  business  does.  Businesses  differ  widely  in  the  things  which 
they  do ;  consequently,  the  accounting  records  of  different  businesses 
will  afford  information  of  different  kinds. 

It  is  obvious  that  a  butcher  selling  meat  is  doing  a  different 
thing  than  the  man  who  is  conducting  a  moving  picture  show.  Con- 
sequently, the  information  provided  by  the  accounting  records  of  the 
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butcher  will  be  different  than  the  information  provided  by  the 
accounting  records  of  the  moving  picture  owner.  It  has  been  sug- 
gested already  that  the  physician  desired  to  know  the  number 
of  calls  he  made  on  each  patient,  the  dry  goods  merchant 
the  amount  due  from  each  customer,  and  the  grocer  the  cost  of 
goods  purchased.  Each  desires  information  of  a  different  kind 
and  each  may  require  a  record  peculiar  to  his  own  need  to  provide 
whatever  part  of  this  information  he  can  nat  remember. 

Since  different  business  men  desire  information  of  different 
kinds,  the  question  very  naturally  arises  what  determines  the 
particular  information  which  each  desires.  To  understand  this  it  is 
necessary  to  understand  the  purpose  of  the  information  which  is 
desired;  this  in  turn  involves  an  understanding  of  the  purpose  of 
accounting,  since  it  is  by  accounting  that  the  information  is  obtained. 

The  Purpose  of  Accounting 

It  has  been  stated  in  a  previous  paragraph  that  it  is  necessary  to 
have  certain  information  about  the  operations  of  a  business  in  order 
to  manage  the  business  successfully.  It  is  obvious,  of  course, 
that  the  business  man  desires  to  manage  his  business  so  it 
will  be  successful.  Granting  this,  there  must  be  some  means  of 
testing  or  judging  the  success  of  a  business.  It  is  necessary  to  see, 
therefore,  how  the  success  of  a  business  is  determined.  An  illustra- 
tion or  two  will  make  this  apparent. 

On  January  1,  1920,  James  Arnold  purchases  a  retail  grocery 
store  for  $10,000.00  cash.  He  conducts  this  store  for  one  year  and 
sells  it  for  $8,000.00.  Assuming  that  the  store  was  worth  the  pur- 
chase price  and  that  he  has  not  taken  anything  from  the  store  in  the 
way  of  groceries  or  cash  during  the  year,  it  is  easily  seen  that  he  has 
not  managed  it  successfully.  As  a  consequence  of  operating  the 
store  for  one  year  he  has  $2,000.00  less  than  when  he  commenced. 
It  is  said,  therefore,  that  he  has  made  a  loss,  since  he  has  less  cash  or 
property  than  in  the  beginning.  If  under  the  same  conditions  he  had 
sold  the  store  for  $12,000.00,  he  would  have  increased  his  property 
or  made  a  profit  of  $2,000.00.  His  management  of  the  store  would 
then  be  termed  successful. 

It  may  be  seen,  therefore,  that  profit  is  the  test  of  the  successful 
management  of  a  business.  The  butcher,  the  grocer,  the  owner  of 
the  moving  picture  show,  in  fact  all  business  men  desire  to  manage 
their  business  so  as  to  make  a  profit.  They  desire  to  have  such 
information  as  will  enable  them  to  manage  their  business  so  a 
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profit  will  result.  This  information  they  obtain  largely  from  their 
accounting  records.  It  may  be  said,  then,  that  the  purpose  of 
accounting  is  to  provide  information  which  will  assist  the  business 
to  be  managed  so  that  a  profit  may  be  made. 

It  is  realized,  of  course,  that  others  than  those  interested  in 
the  management  of  the  business  may  desire  to  obtain  informa- 
tion about  it.  If  the  owner  desires  to  borrow  some  money  from 
the  bank,  the  officers  pf  the  bank  may  require  him  to  give  them 
certain  facts  about  the  business  so  they  may  judge  whether  he  will 
be  able  to  repay  them  at  the  time  promised.  The  government  may 
require  a  statement  from  him  giving  the  amount  of  his  income  for 
the  year  so  that  the  amount  of  his  income  tax  can  be  determined. 
In  a  similar  manner,  others  may  desire  information  about  his  busi- 
ness. If  he  has  kept  his  records  so  as  to  show  him  the  information 
which  he  needs  to  manage  his  business  properly,  he  can  provide  the 
facts  which  the  outsiders  wish.  Therefore,  it  is  the  needs  of  the 
owner  which  should  determine  the  nature  of  the  accounting  record. 

There  are  some  organizations  which  are  not  conducted  for  the 
purpose  of  making  a  profit,  yet  they  need  to  use  accounting.  Public 
schools,  churches,  cities,  etc.,  are  illustrations.  The  present  discus- 
sion, however,  is  concerned  primarily  with  the  use  of  accounting  by 
business  men,  and  business  men  are  always  seeking  a  profit.  Its  use 
by  those  organizations  mentioned  above  can  well  be  postponed  until 
later. 


The  Accounting  Method 

Since  the  information  desired  in  the  management  of  different 
businesses  is  so  varied,  it  readily  may  be  realized  that  the  number 
and  form  of  the  records  used  to  obtain  such  information  will  be  quite 
different.  In  explaining  the  meaning  of  accounting,  however,  it  has 
been  stated  that  accounting  is  a  method  by  which  information  about 
a  business  is  obtained.  Although  the  devices  in  the  way  of  forms  and 
records  which  are  used  may  vary  greatly,  the  general  plan  or  method 
employed  in  all  cases  is  essentially  the  same.  A  simple  illustration 
will  indicate  the  nature  of  this  accounting  plan  or  method. 

Bishop  and  Fairchild,  two  high  school  pupils,  decide  to  run  a 
"cab"  between  the  city  and  the  local  fair  grounds  during  the  yearly 
fair  which  lasts  two  weeks.  They  agree  that  they  both  will  assist  in 
its  operation  and  divide  the  profits  equally.  They  further  agree 
that  they  will  determine  their  profit  or  loss  at  the  end  of  the  first 
week  and  it  will  depend  upon  the  amount  of  the  same  whether  or 
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not  they  will  continue  for  the  second  week.  They  pay  $5.00  a  day 
rent  for  a  car,  with  the  agreement  that  they  will  provide  all  gaso- 
line, oil,  etc.,  required  in  operating  the  car  and  will  repair  all  punc- 
tures, etc.,  which  may  occur.  Fairchild  collects  all  fares  and  at  the 
end  of  each  day  the  total  amount  collected  is  determined  and  re- 
corded by  each  in  a  pocket  memorandum.  Bishop  pays  all  expenses 
and  each  makes  a  memorandum  of  the  amounts. 

At  the  end  of  the  week  they  desire  to  determine  their  profit. 
Consequently  they  obtain  the  total  amount  received  from  fares  by 
adding  the  daily  amounts  recorded  in  their  record.  They  classify 
their  expenses  and  find  the  total  amount  spent  for  each  purpose. 
They  then  determine  their  profits  by  a  statement  which  will  show 
the  following  results : 

Cash  Received  from  Fares  : 

Monday $10.00 

Tuesday 11.00 

Wednesday 12.00 

Thursday       13.50 

Friday 12.00 

Saturday 18.00 

Total  Fares $76.50 

Expenses  : 

Rent  of  Machine $30.00 

Gasoline 10.00 

Oil 2.00 

Repairs 2.50 

Total 'Expenses 44.50 

Profits  for  Week $32.00 


They  decide,  in  view  of  the  profits  shown  by  this  statement,  to 
continue  for  the  second  week. 

This  simple  illustration  indicates  quite  well  the  method  by  which 
accounting  records  information  and  prepares  it  for  use.  It  will  be 
noticed  that  Bishop  and  Fairchild  recorded  certain  facts  day  by  day. 
Later  they  classified  and  summarized  these  facts  and  made  a  state- 
ment showing  the  results  of  the  operations  to  which  these  facts  per- 
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tained.  After  studying  this  statement  they  decided  to  continue  the 
operations  for  another  week.  In  every  business,  large  or  small,  a 
similar  procedure  is  followed.  Certain  facts  are  recorded  day  by 
day;  at  the  end  of  certain  periods  of  time  these  facts  are 
classified  and  summarized  and  made  into  a  statement  or  state- 
ments so  they  can  be  understood  and  interpreted  by  the  owner 
or  manager.  By  a  study  of  these  statements,  those  responsible  for 
the  management  of  the  business  can  determine  the  success  of  the 
business  during  the  past  and  can  plan  its  future  management. 

It  is  by  the  study  of  such  statements  or  reports  and  the  informa- 
tion which  they  contain  that  the  owner  or  manager  of  a  business  is 
able  to  manage  it  successfully.  It  is  the  primary  function  of  account- 
ing, therefore,  to  prepare  such  reports  and  to  provide  the  information 
which  will  make  their  preparation  possible.  It  is  the  purpose  of  this 
text  to  explain  the  construction  and  use  of  such  reports,  the  means 
of  classifying  and  summarizing  the  information  which  they  contain, 
and  the  method  by  which  a  day  to  day  record  is  made  of  the 
information  which  is  contained  in  the  summarized  records  from 
which  the  reports  are  made. 

Bookkeeping  and  Accounting 

There  is  some  difference  of  opinion  concerning  the  distinction 
between  bookkeeping  and  accounting.  Frequently  these  terms  are 
used,  especially  by  those  untrained  in  accounting,  as  more  or  less 
synonymous.  As  generally  interpreted,  however,  bookkeeping  refers 
to  the  mechanical  routine  involved  in  accounting.  The  making  of 
the  record  is  regarded  as  bookkeeping,  while  the  planning  of  how 
the  record  is  to  be  made  and  the  presenting  and  interpreting  of  the 
information  afforded  by  the  record  is  considered  accounting.  The 
one  who  makes  the  record  is  termed  a  bookkeeper  and  the  one  who 
plans  the  record  and  prepares  from  it  the  accounting  statements 
or  reports,  is  termed  an  accountant.  Sometimes  there  is  a  third 
person  who  verifies  the  work  of  the  bookkeeper  and  accountant. 
This  person  is  called  an  auditor. 

In  practice,  the  same  person  frequently  does  all  or  the  major  part 
of  the  work  of  both  the  bookkeeper  and  the  accountant  as  described 
above.  The  bookkeeper  must  be  able  to  interpret  the  records  which 
he  makes  if  he  is  to  do  efficient  work.  He  must  understand  the 
purpose  and  function  of  the  records  he  is  using  and  be  able  to 
prepare  reports  which  present  in  usable  form  the  information  which 
the  records  contain,  otherwise  he  is  not  a  bookkeeper,  but  merely  a 
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routine  clerk.  It  will  be  seen  from  this  that  the  bookkeeper  should 
be  able  to  do  work  which  requires  a  knowledge  of  accounting.  On 
the  other  hand,  the  accountant  is  often  called  on  to  make  records 
and  thus  is  doing  work  of  a  bookkeeping  nature. 

It  is  quite  difficult  to  state  just  where  the  work  of  the  book- 
keeper ends  and  that  of  the  accountant  begins.  It  is  also  difficult  to 
make  a  clear  distinction  between  bookkeeping  and  accounting.  It  is 
the  purpose  of  this  text  to  teach  the  student  something  more 
than  the  routine  of  bookkeeping.  It  purposes  to  give  him  the 
accounting  principles  which  will  enable  him  to  perform  bookkeeping 
work  intelligently  and  to  interpret  and  use  the  information  which 
the  bookkeeping  records  provide.  As  previously  stated,  it  purposes 
to  discuss  the  means  and  methods  by  which  desired  information 
about  a  business  is  obtained.  Part  of  these  means  are  of  a  book- 
keeping nature  and  part  are  of  an  accounting  nature  as  these 
terms  are  usually  defined.  For  the  sake  of  brevity  and  sim- 
plicity, " accounting' '  will  be  used  in  this  text  as  the  more  compre- 
hensive term,  which  includes  all  means  and  methods  employed 
whether  they  be  of  a  bookkeeping  or  of  an  accounting  nature. 
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QUESTIONS  FOR  GLASS  DISCUSSION 

1 

On  the  first  of  each  month  Robert  King  receives  a  statement 
from  a  local  grocer  stating  that  King  owes  him  a  certain  amount 
for  groceries  purchased  during  the  past  month.  The  grocer  sends 
such  statements  to  a  great  many  customers.  How  does  he  know 
how  much  each  one  owes  him? 

2 
When  King  pays  the  amount  due  the  grocer,  he  probably  does 
so  by  giving  him  a  written  statement  which  requests  a  local  bank 
to  pay  the  grocer  the  amount  due.  King  will  tell  you  that  the 
bank  will  do  this  because  he  has  " deposited' '  money  at  the  bank 
previously.  He  makes  frequent  requests  of  the  bank  to  pay  money 
for  him.  How  does  he  know  that  he  has  not  asked  the  bank  to  pay 
out  more  money  that  he  has  deposited  with  it? 

3 

The  bank  receives  frequent  requests  from  King  to  pay  money  to 
people  whom  he  owes.  If  it  complies  with  all  of  these,  how  does 
it  know  that  it  has  not  paid  out  more  money  for  him  than  he  has 
deposited  with  it? 

4 

D.  C.  Brown  owns  two  grocery  stores  in  different  parts  of  the 
same  city.  He  says  the  location  of  No.  1  is  "much  better"  than  the 
location  of  No.  2.  What  does  he  mean  by  saying  the  location  is 
"much  better"?    How  does  he  know  that  it  is? 

5 

King  and  Long  both  commence  working  on  the  same  date  as 
clerks  in  the  store  of  James  Arnold.  They  receive  the  same  salary 
when  they  commence,  but  two  years  later  King  receives  $25.00  a 
month  more  than  Long.  Arnold  says  he  pays  King  $25.00  more 
than  Long  because  he  is  "worth"  that  much  more.  What  does  he 
mean  by  saying  he  is  "worth"  more?    How  does  he  know? 

6 
If  James  Holt,  a  retail  grocer,  should  decide  to  run  a  meat 
market  in  connection  with  the  grocery  business,  what  information 
will  he  need  which  he  did  not  need  previously? 
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7 
A.  M.  Chapman  conducts  a  grocery  store  for  one  year  and  then 
sells  it.    How  would  you  determine  the  success  with  which  he  has 
operated  the  store  during  the  year? 

8 

C.  H.  Dodge  is  the  owner  of  a  retail  dry  goods  store.  Who, 
other  than  Mr.  Dodge,  may  desire  to  obtain  information  with 
reference  to  his  business?  How  would  they  probably  obtain  this 
information  ? 

9 

Business  men  say  they  need  accounting  records  in  order  to 
obtain  information  which  will  enable  them  to  manage  their  busi- 
ness so  they  can  make  a  profit.  Give  three  illustrations  of  informa- 
tion which  a  business  man  would  need  and  which  he  could  obtain 
from  a  record  that  contained  information  in  regard  to  the  operations 
of  his  business. 

10 

L.  R.  Brown  is  employed  by  the  International  Wholesale  Co. 
as  a  "bookkeeper";  J.  A.  Smith  is  employed  as  an  " accountant* '  by 
the  firm  of  Rudy  &  Allen,  public  accountants,  and  C.  R.  Jones  is 
employed  by  the  Rock  Island  Railway  Co.  as  an  " auditor.' '  Ex- 
plain in  a  general  way  the  probable  duties  of  each. 

11 

Business  men  say  their  accounting  records  aid  them  in  making 
a  profit.  The  government  of  a  city  is  not  operated  for  private 
profit.     Will  a  city  need  accounting  records?     Why? 

12 

A.  L.  Bishop,  who  lives  in  New  York,  owns  a  store  in  Chicago 
which  is  in  charge  of  M.  D.  Dodge.  How  can  Mr.  Bishop  judge 
the  efficiency  of  Mr.  Dodge  in  managing  the  store? 

13 
There  is  a  fair  in  your  home  town  for  one  week  and  you  and 
a  friend  decide  to  conduct  a  small  "stand' '  selling  ice  cream,  candy 
and  cigars.  You  both  work  in  the  stand  and  have  agreed  to  divide 
equally  th^profits  made.  You  pay  $10.00  to  the  Fair  Association  to 
get  a  location  for  your  stand ;  the  lumber  which  you  use  in  fixing 
it  costs  you  $15.00.     During  the  week   you   purchase  from   local 
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merchants  the  goods  needed  and  write  the  amount  paid  on  a  sheet 
of  paper.  Each  night  you  count  the  money  received  from  sales 
and  write  the  amount  on  the  same  sheet  of  paper.  All  your  goods 
are  sold  by  the  end  of  the  sixth  day.  You  sell  the  lumber  used 
in  the  stand  for  $10.00. 

How  would  you  find  your  total  purchases  and  your  total  sales  at 
the  end  of  the  week?  If  the  former  are  $200.00  and  the  latter 
$300.00.  what  would  be  your  profit  for  the  week? 

14 
Mr.  Politician,  who  is  a  candidate  for  mayor  of  X  city,  states 
that  the  street  railways  of  the  city  should  not  charge  six  cents  a  ride 
and  if  he  becomes  mayor  he  will  see  that  a  law  is  passed  reducing 
the  fare  to  five  cents.  The  president  of  the  street  railways  replies, 
that  a  fare  of  five  cents  would  not  pay  the  expenses  of  running  the 
railways.  Mr.  Politician  replies  that  the  president  of  the  railways 
is  not  telling  the  truth.  What  would  be  necessary  in  order  to  judge 
who  is  right? 

15 
Explain  as  simply  as  possible  the  meaning  of  accounting.    In  the 
same  manner  explain  the  purpose  of  accounting. 
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LABORATORY  MATERIAL 

The  following  exercises  are  given  for  the  purpose  of  illustrating 
and  emphasizing  the  nature  and  importance  of  statements  or  re- 
ports.   These  exercises  are  to  be  prepared  on  loose  sheets  of  paper: 

Exercise  No.  1 

P.  O.  Rudy,  a  traveling  salesman,  sells  goods  on  commission. 
During  the  week  his  daily  earnings  were  as  follows:  Monday, 
$9.80;  Tuesday,  $10.50;  Wednesday,  $16.40;  Thursday,  $14.60; 
Friday,  $17.40 ;  Saturday,  $5.20.  His  expenses  during  the  week  were 
as  follows:  Monday,  $2.60;  Tuesday,  $6.20;  Wednesday,  $3.30; 
Thursday,  $2.90;  Friday,  $5.70;  Saturday,  $3.20. 

Make  a  statement  similar  to  the  illustration  given  on  page  15, 
showing  his  net  earnings  for  the  week. 

Exercise  No.  2 

James  Miller  is  the  proprietor  of  a  hotel.  During  the  first  six 
months  of  the  year  of  1919  his  receipts  from  meals  and  rooms  are 
as  follows :  January,  $400.00 ;  February,  $350.00 ;  March,  $390.00 ; 
April,  $450.00;  May,  $475.00;  June,  $520.00.  His  expenses  during 
the  same  months  are  as  follows:  January,  $310.00;  February, 
$380.00;  March,  $290.00;  April,  $350.00;  May,  $360.00;  June, 
$400.00. 

Make  a  statement  which  will  show  Mr.  Miller  the  profit  which 
he  has  made  during  the  six  months. 

Exercise  No.  3 

On  January  1st,  J.  H.  Allen  purchases  a  grocery  store  for  $1,500.00 
cash.  During  the  next  three  months  he  makes  the  following  sales 
for  cash:  January,  $450.00;  February,  $400.00;  March,  $500.00. 
During  the  same  three  months  he  pays  cash  for  groceries  purchased 
as  follows:  January,  $250.00;  February,  $200.00;  March,  $320.00. 
During  the  same  three  months  he  pays  cash  for  expenses  as  follows : 
January,  $80.00;  February.  $110.00;  March,  $75.00.  He  sells  the 
store  on  March  31st  for  $1,200.00. 

Make  a  statement  showing  the  profit  or  loss  resulting  from  the 
purchase,  operation,  and  sale  of  the  store. 


Digitized  by 


Googk 


22  Bookkeeping  and  Accounting 

Exercise  No.  4 

David  Jones  is  treasurer  of  the  Kingsville  High  School  Athletic 
Association.  During  the  scholastic  year  of  1919-1920,  he  receives 
cash  from  the  following  sources :  dues  from  members  of  the  asso- 
ciation, $75.00;  receipts  from  tickets  to  football  games,  $225.00; 
receipts  from  tickets  to  basketball  games,  $110.00;  receipts  from 
tickets  to  baseball  games,  $60.00.  He  makes  the  following  pay- 
ments: traveling  expenses  of  football  players,  $80.00;  expenses  of 
visiting  football  teams,  $90.00;  cost  of  football  equipment,  $50.00; 
traveling  expenses  of  basketball  players,  $40.00 ;  expenses  of  visiting 
basketball  teams.  $35.00;  cost  of  basketball  equipment,  $15.00; 
traveling  expenses  of  baseball  team,  $55.00;  expenses  of  visiting 
baseball  teams,  $25.00;  cost  of  baseball  equipment,  $20.00;  miscel- 
laneous expenses,  $30.00. 

Make  a  statement  such  as  Jones  might  submit  to  the  Association 
showing  cash  receipts,  cash  disbursements  and  balance  of  cash  on 
hand.    (See  illustration  on  page  15.) 

Exercise  No.  5 

Assuming  that  the  receipts  from  membership  dues  and  the  mis- 
cellaneous expenses  in  Exercise  No.  4  are  to  be  divided  equally 
among  football,  basketball,  and  baseball,  make  a  statement  showing 
the  results  of  the  season  with  reference  to  each  kind  of  athletics. 
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CHAPTER  II 
ASSETS,  LIABILITIES  AND  PROPRIETORSHIP 

The  Basis  of  Business  Management 

In  the  preceding  chapter  it  has  been  explained  that  accounting 
is  a  means  or  method  by  which  information  is  obtained  about  a  busi- 
ness. It  has  been  explained  also  that  this  information  is  desired  in 
order  that  it  may  be  used  in  managing  the  business  so  that  a  profit 
may  be  made.  The  owner  of  a  business  is  the  one  who  directly  or 
indirectly  exercises  control  of  the  business.  It  is  necessary,  there- 
fore, for  accounting  to  give  the  owner  the  information  which  he 
needs.  In  order  to  understand  how  accounting  may  do  this,  it  is 
necessary  to  see  what  information  he  should  have. 

The  information  which  the  owner  oi  a  business  needs  in  order  to 
manage  it  so  that  a  profit  shall  result,  may  be  classified  as  follows : 

1.  Information  about  the  property  employed  in  the 
conduct  of  the  business ;  that  is,  about  the  things  which 
the  owner  uses  in  the  carrying  on  of  the  business,  such 
as  cash,  merchandise,  furniture,  fixtures,  etc. 

2.  Information  about  the  operations  he  performs; 
that  is,  about  the  things  which  he  does,  such  as  the 
buying  and  selling  of  merchandise,  and  the  paying  of 
expenses. 

The  owner  of  a  business  expects,  therefore,  that  his  accounting 
records  will  provide  information  which  will  make  possible  the 
preparation,  at  the  end  of  certain  periods  of  time,  two  statements 
or  reports.  The  first  shows  him  the  nature  and  value  of  the 
property  which  he  is  using  in  the  business.  The  second  shows 
him  the  operations  which  the  business  has  performed ;  that  is,  the 
things  which  it  has  done  during  the  period,  and  the  result  of  these 
operations.  The  purpose  of  both  of  these  reports  is  the  same, — to 
give  the  owner  information  which  will  enable  him  to  manage  his  busi- 
ness so  as  to  make  a  profit,  and  as  large  a  profit  as  possible.  The  first 
report  shows  the  owner  the  property  which  he  has  available  for 
use  in  his  business.    The  second  report  shows  him  the  results  of  its 
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use  during  the  past  period,  and  from  these  results  he  can  judge  the 
best  way  to  use  it  during  the  coming  period.  It  can  be  seen,  there- 
fore, that  these  reports  serve  as  the  basis  of  management  by  the 
owner. 

It  will  be  the  purpose  of  the  next* few  chapters  to  discuss  the 
information  which  should  be  shown  on  these  reports  or  statements 
and  to  show  how  the  accounting  records  may  be  used  as  a  means  to 
obtain  this  information.  In  later  chapters  other  reports  which  are 
needed  in  managing  a  business  will  be  discussed. 

Assets  and  Liabilities 

The  property  which  the  owner  uses  in  the  conduct  of  his  business 
is  known  in  accounting  as  Assets.  An  asset  may.  be  defined  as  any 
property  which  an  owner  uses  or  employs  in  the  conduct  of  his  busi- 
ness. The  merchandise,  desks,  counters  and  showcases  used  in  the 
conduct  of  a  mercantile  business  are  examples  of  assets. 

In  a  business  of  considerable  size  the  owner  does  not  himself 
own  all  the  property  which  he  needs  in  the  conduct  of  his  business, 
hence  he  must  obtain  some  property  from  others.  This  he  does  in 
an  indirect  way  either  by  borrowing  money  to  purchase  the  prop- 
erty which  he  needs  or  by  purchasing  it  "on  account,' '  that  is,  he 
does  not  pay  for  it  immediately.  As  a  consequence,  he  becomes 
indebted  to  others  or  he  incurs  what  is  known  in  accounting  as  a 
Liability.  A  liability  may  be  defined  briefly  as  a  claim  upon  the 
assets  of  a  business.  It  is  spoken  of  as  a  claim  upon  the  assets, 
for  sooner  or  later  some  of  the  assets,  usually  in  the  form  of  cash, 
must  be  given  in  payment  of  the  liability  to  the  one  to  whom  the 
liability  is  incurred.  If  Robert  Long,  a  retail  grocer,  purchases 
groceries  for  which  he  promises  to  pay  in  thirty  days,  he  incurs  a 
liability,  for  those  from  whom  he  purchases  them  have  a  claim  upon 
his  assets  until  *he  pays  for  the  goods. 

Proprietorship 

The  owner  in  estimating  the  true  worth  of  his  property 
or  assets  invested  in  the  business  must  always  take  into  considera- 
tion the  liabilities  which  are  claims  against  these  assets.  If  Robert 
Long,  a  retail  grocer,  employs  in  the  conduct  of  his  grocery 
store  cash  to  the  amount  of  $1,500.00,  merchandise  to  the  amount  of 
$3,600.00,  showcases,  counters,  and  store  furniture  worth  $500.00,  and 
equipment  used  in  delivering  goods  to  customers  worth  $400.00,  he  is 
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using  a  total  of  $6,000.00  of  assets  in  his  business.  If,  however,  he 
has  borrowed  $1,000.00  from  his  local  bank,  he  must  take  this  amount 
into  consideration  when  he  is  thinking  about  his  business.  His  net 
assets,  or  the  amount  which  he  would  have  after  paying  his  liabilities, 
are  only  $5,000.00.  This  $5,000.00,  or  the  difference  between 
his  assets  and  his  liabilities,  is  known  in  accounting  as  his  net  worth 
or  Proprietorship.  It  represents  the  interest  of  the  owner  in  the  busi- 
ness. It  is  necessary  to  notice  a  little  more  in  detail  the  nature  of 
proprietorship. 

The  Nature  of  Proprietorship 

As  defined  above,  proprietorship,  which  is  the  difference  between 
the  assets  and  liabilities  of  a  business,  represents  the  interest  of 
the  owner  in  his  business.  It  is  quite  evident  that  the  owner  de- 
sires to  increase  his  interest  as  much  as  possible,  for  if  this  item 
increases  it  indicates  that  the  owner  has  a  right  to  a  larger  share  of 
the  property  invested  in  the  business  than  he  had  originally.  This 
increase  in  his  interest  or  share  may  be  withdrawn  from  the  business, 
or  it  may  be  used  in  the  further  conduct  of  the  business  in  an  en- 
deavor to  increase  his  interest  still  more. 

.  In  the  illustration  given  under  the  discussion  of  proprietorship, 
Robert  Long  is  using  $6,000.00  worth  of  property  in  the  operating  of 
his  grocery  store.  Others  have  a  claim  against  this  property  for 
$1,000.00;  therefore  his  interest  or  ownership  in  the  business  amounts 
to  $5,000.00.  If  a  year  later  the  total  property  invested  in  the  busi- 
ness amounts  to  $8,000.00  and  his  liabilities  amount  to  $2,000.00,  he 
has  an  interest  in  the  business  of  $6,000.00,or  $1,000.00  more  than  at 
the  beginning  of  the  year.  He  may  withdraw  this  $1,000.00  from  the 
business  and  the  business  will  be  in  the  same  condition  as  at  the  be- 
ginning of  the  year;  or  he  may  decide  to  leave  it  in  the  business, 
hoping  by  the  use  of  the  additional  $1,000.00  worth  of  property  to 
increase  his  proprietorship  during  the  coming  year  more  than  during 
the  past  year. 

In  any  case  it  is  obvious  that  the  primary  object  of  his  continuing 
the  business  is  to  increase  his  net  investment  or  proprietorship.  It 
will  be  realized,  therefore,  that  the  showing  of  the  increases  or  the 
decreases  in  the  owner's  interest  in  the  business,  or  his  proprietor- 
ship, is  one  of  the  principal  objects  of  accounting.  It  will  be  seen 
from  the  above  that  one  of  the  most  important  objects  of  accounting 
is  to  give  information  about  the  business  which  will  assist  the  owner 
in  managing  it  so  that  his  proprietorship  may  be  increased. 
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Ascertainment  of  Proprietorship 

The  amount  of  the  owner's  interest  or  his  proprietorship,  as 
previously  explained,  can  be  obtained  at  any  time  by  subtracting  the 
total  amount  of  his  liabilities  from  the  total  amount  of  his  assets. 
To  illustrate :  If  the  assets  of  James  Madison,  a  retail  merchant, 
consist  of  cash,  $252.00;  debts  due  from  customers  to  whom  mer- 
chandise has  been  sold  "on  account,"  $484.01 ;  merchandise  on  hand, 
$1,450.00;  furniture  and  fixtures,  $220.00;  and  delivery  equipment, 
$400.00 ;  his  total  assets  would  be  the  sum  of  these,  that  is,  $2,806.01. 
If  he  owes  creditors  from  whom  he  has  purchased  merchandise, 
$765.85,  his  liabilities  are  $765.85  and  his  net  worth  or  proprietor- 
ship is  $2,040.16. 

The  assets,  liabilities,  and  proprietorship  of  Madison  may  be 
shown  by  the  following  statement  : 

Assets  : 

Cash $   252.00 

Debts  Due  from  Customers  .     .     .  484.01 

Merchandise  on  Hand 1,450.00 

Furniture  and  Fixtures 220.00 

Delivery  Equipment 400.00 

Total  Assets $2,806.01 

Liabilities  : 

Debts  Owed  to  Creditors 765.85 

Net  Worth  or  Proprietorship  .     .     .     $2,040.16 


Such  a  statement  as  the  above  shows  the  owner  the  amount  and 
kind  of  his  assets,  the  amount  and  kind  of  his  liabilities,  and  the 
difference  between  the  two,  or  his  proprietorship.  By  a  study  of  this 
statement  he  can  see  whether  or  not  the  property  which  he  origi- 
nally invested  in  the  business  has  been  preserved  and  maintained. 
What  is  of  equal  importance,  it  gives  him  information  about  his 
assets  and  liabilities  which  will  assist  him  in  planning  how  to  use 
and  control  them  so  as  to  increase  his  proprietorship.  This  state- 
ment, then,  furnishes  the  owner  very  important  information, 
since  it  not  only  shows  him  his  present  financial  condition,  but  also 
serves,  in  connection  with  other  statements  to  be  discussed  later,  as 
a  basis  of  future  plans.  One  of  the  primary  aims  of  accounting, 
therefore,  is  to  provide  information  which  will  make  possible  such  a 
statement  showing  assets,  liabilities,  and  proprietorship. 
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Form  of  Proprietorship 

In  the  illustration  used  in  the  foregoing  discussion  James  Madi- 
son is  the  sole  owner  of  a  retail  store,  so  in  ascertaining  his 
proprietorship  it  is  only  necessary  to  subtract  total  liabilities  from 
total  assets  and  show  the  difference  as  his  interest  in  the  business. 
If  the  business  continues  to  grow,  Madison  may  make  an  agreement 
with  one  or  more  persons  by  which  they  are  to  invest  certain  assets 
in  the  business,  assist  in  its  management,  and  in  return  receive  a 
share  of  its  profits  or  in  case  of  loss  bear  their  proportional  share. 
A  business  conducted  under  such  an  agreement  is  known  as  a  part- 
nership. The  amount  of  the  proprietorship  of  such  a  business  is  ob- 
tained in  the  same  manner  as  in  the  case  of  the  sole  proprietorship 
by  subtracting  total  liabilities  from  total  assets.  The  only  differ- 
ence in  the  construction  of  the  statement  which  is  made  to  show 
proprietorship  is  that  in  the  latter  case  the  proportionate  interest 
of  each  partner  in  the  partnership  should  be  indicated. 

In  many  cases  the  proprietorship  is  not  vested  in  a  sole  proprietor 
or  a  partnership,  but  in  a  corporation  which  is  an  association  of 
individuals  engaged  in  business  under  the  authority  of  a  charter  or 
written  permission  granted  by  governmental  authority  after  com- 
pliance with  certain  legal  requirements.  So  far  as  the  statement  of 
the  assets  and  liabilities  by  means  of  a  report  is  concerned,  it  makes 
no  difference  whether  the  business  is  conducted  as  a  sole  proprietor- 
ship, a  partnership,  or  a  corporation.  The  only  difference  is  in  the 
method  of  showing  the  proprietorship.  In  future  chapters  the  nature 
of  the  partnership  and  the  corporation  will  be  explained  and  reports 
in  connection  with  them  discussed.  For  the  present,  the  discussion 
will  relate  to  the  sole  proprietorship,  that  is,  a  business  owned  by 
one  person. 

Summary 

The  fact  of  primary  importance  for  the  student  to  bear  in  mind 
at  the  present  time  is  that  one  aim  of  accounting  is  to  provide 
information  which  can  be  used  by  those  in  charge  of  the  manage- 
ment of  the  business  to  increase  the  proprietorship  interest,  whether 
that  interest  is  vested  in  an  individual,  a  partnership,  or  a  corpora- 
tion. It  is  also  important  for  the  student  to  understand  that  the  pur- 
pose of  such  a  report  as  that  discussed  above  is  to  present  such 
information  in  a  form  which  makes  it  readily  understandable  and 
usable  on  the  part  of  the  management.  It  will  be  the  purpose  of 
the  following  chapter  to  discuss  more  in  detail  the  construction  and 
interpretation  of  this  statement  of  assets  and  liabilities  which  in 
accounting  is  called  a  Balance  Sheet. 
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QUESTIONS  FOR  CLASS  DISCUSSION 

1 
If  you  should  inherit  a  building  from  a  deceased  relative  and 
leave  it  unused  for  several  years,  what  would  probably  happen  to  it  ? 

2 

Instead  of  leaving  it  unused,  what  would  you  do  with  it  T 

3 

You  rent  the  building  for  $500.00  a  year.  At  the  end  of  15  years 
it  is  necessary  to  replace  it  with  a  new  building  which  costs 
$5,000.00.  John  Smith,  who  owns  a  building  similar  to  yours,  leaves 
it  unoccupied  for  25  years  and  is  then  ordered  by  the  city  to  tear 
it*  down  because  it  is  regarded  as  dangerous.  Which  of  the  two, 
you  or  Smith,  has  followed  the  wiser  course?  How  would  you 
prove  it? 

4 

If  you  inherited  $5,000.00  in  addition  to  the  building  mentioned 
in  No.  1  and  you  knew  something  about  the  grocery  business,  what 
might  you  do  instead  of  renting  it? 

5 
If  you  found  later  that  you  needed  $2,000.00  more  in  order  to 
conduct  your  business  properly  what  might  you  do? 

6 
If  at  the  end  of  three  years  you  wish  to  determine  whether  or 
not  it  has  "paid"  to  conduct  a  grocery  store  yourself  instead  of 
renting  the  building,  what  would  you  have  to  know?    How  would 
you  obtain  this  information? 

7 
In  accounting,  what  is  property  called,  such  as  buildings,  deliv- 
ery equipment,  furniture,  etc.,  which  is  used  in  conducting  a  busi- 
ness?   If  others  besides  the  owner  have  claims  on  the  property  of 
the  business,  what  are  these  claims  called? 

8 
How  is  the  proprietorship  of  a  business  determined?    Why  is  it 
important  to  know  the  amount  of  the  proprietorship? 
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9 
Name  five  assets  which  would  usually  be  employed  in  the  opera- 
tion of  a  grocery  store?    Name  two  liabilities  which  such  a  store 
might  have  ? 

10 
The  assets  of  J.  B.  Moseley  on  December  31,  1919,  are  $8,000.00 
and  his  liabilities  on  the  same  date  are  .$3,000.00.    What  is  the  net 
worth  or  proprietorship  of  Moseley? 

11 
If  one  year  later  the  assets  of  Moseley  have  increased  $2,000.00 
and  his  liabilities  have  increased  $1,000.00,  what  will  be  the  effect 
on  his  proprietorship? 

12 
Will  he  regard  this  change  in  proprietorship  desirable  or  un- 
desirable ? 

13 
What  may  he  do  with  this  increase  in  his  proprietorship? 

14 
In  planning  his  business  for  the  next  year,  what  information  will 
he  expect  to  obtain  from  his  accounting  records? 

15 
Will  he  obtain  this  information  by  examining  the  records  or  can 
he  obtain  it  in  some  other  form? 
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LABORATORY  MATERIAL 

The  following  exercises  are  given  to  illustrate  and  develop  state- 
ments or  reports  showing  net  proprietorship.  These  exercises  are 
to  be  prepared  on  loose  sheets  of  paper : 

Exercise  No.  6 

From  the  records  of  Joseph  Warner,  retail  merchant,  the  fol- 
lowing list  of  miscellaneous  items  is  copied  on  January  1,  1919: 

1.  Office  Equipment $    500.00 

2.  Delivery  Equipment 400.00 

3.  Owed  to  J.  W.  Baker 300.00 

4.  Due  from  A.  B.  Hill 75.00 

5.  Owed  to  R.  S.  King 400.00 

6.  Due  from  O.  P.  Lease 80.00 

7.  Due  from  C.  R.   Anderson 70.00 

8.  Due  from  J.  T.  Hensley 60.00 

9.  Owed  to  W.  B.  Hall 300.00 

10.  Merchandise  on  Hand 1,500.00 

11.  Due  from  O.  T.  Hines 100.00 

12.  Cash 600.00 

13.  Due  from  J.  T.  Alward 50.00 

14.  Owed  to  M.  M.  McGee 40.00 

Instructions:  On  a  sheet  of  paper  ruled  similar  to  Illustration 
No.  1  (page  38)  write  "Assets"  at  the  top  of  the  left-hand  money 
column  and  "  Liabilities "  at  the  top  of  the  right-hand  money 
column.  Write  the  above  items  on  this  sheet  and  list  the  amounts 
so  as  to  show  which  are  assets  and  which  are  liabilities. 

Exercise  No.  7 

Arranging  the  assets  and  liabilities  of  Warner  according  to  the 
illustration  given  on  page  26  determine  his  net  worth  or  proprietor- 
ship. 

Exercise  No.  8 

On  December  31,  1919,  the  cash  of  Warner  has  increased  $150.00  ; 
the  debts  due  from  customers  have  increased  $400.00;  his  office 
equipment  has  decreased  in  value  $50.00;  his  delivery  equipment 
has  decreased  in  value  $40.00;  his  merchandise  on  hand  has  in- 
creased $150.00;  and  he  owes  to  creditors  $200.00  more  than  at  the 
beginning  of  the  year. 
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Make  a  statement  in  the  same  form  as  in  Exercise  No.  7  to  show 
the  proprietorship  of  Warner  on  December  31,  1919. 
Has  Warner  made  a  profit  or  a  loss  during  the  year? 

Exercise  No.  9 

J.  B.  Long,  a  farmer,  has  the  following  assets: 

Cash '.     .  $   250.00 

Horses 750.00 

Cattle  and  Plogs 1,500.00 

Grain  and  Feed 2,280.00 

Farm  Machinery 1,980.00 

Farm  Land  and  Buildings 8,750.00 

He  owes  local  merchants  $85.00  and  owes  his  local  bank  $1,200.00. 
Make  a  statement  (see  page  26)  showing  the  net  worth  of  Long. 

Exercise  No.  10 

A.  K.  Johnson,  a  Certified  Public  Accountant,  has  the  following 
assets : 

Cash $400.00 

Due  from  Clients 500.00 

Office  Furniture 800.00 

Stationery  and  Supplies 200.00 

Professional  Books 700.00 

He  owes  the  following  : 

Western  Electric  Co $10.00 

City  Stationery  Co 15.00 

City  Water  Co 5.00 

Make  a  statement  showing  his  proprietorship. 
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CHAPTER  III 

THE  BALANCE  SHEET 

Purpose  of  the  Balance  Sheet 

The  Balance  Sheet  of  a  business  shows  the  nature  and  amount 
of  its  assets,  the  nature  and  amount  of  its  liabilities,  and  the  differ- 
ence between  its  assets  and  liabilities,  or  its  proprietorship.  From 
the  viewpoint  of  the  owner  or  manager  this  information  serves  two 
important  purposes : 

1.  It  enables  him  to  see  if  his  original  investment 
has  been  maintained  and  if  any  additions  have  been 
made  thereto.     This  helps  him  to  judge  past  results. 

2.  It  enables  him  to  plan  how  to  use  his  assets  and 
control  his  liabilities  in  the  future  so  as  to  increase  his 
proprietorship.  This  helps  him  to  plan  and  control 
future  results. 

Although  the  primary  function  of  the  Balance  Sheet  is  to  give 
information  which  will  serve  the  two  purposes  mentioned  above,  the 
student  will  realize  that  it  may  serve  other  purposes.  In  the  discus- 
sion of  the  purpose  of  accounting  in  a  previous  chapter,  it  was  stated 
that  its  chief  purpose  was  to  provide  the  owner  with  the  informa- 
tion which  he  needed  in  the  conduct  of  his  business;  likewise  that 
others  besides  the  owner  are  sometimes  interested  in  the  business, 
and  accounting  also  serves  to  give  them  the  information  which  they 
desire.  As  illustrations  of  such  interested  parties,  bankers  from 
whom  the  owner  desires  to  borrow  money,  and  the  state  which 
wishes  to  know  how  much  to  tax  the  owner,  are  mentioned. 

The  Balance  Sheet  is  one  of  the  means  by  which  the  information 
provided  by  accounting  is  presented  to  those  who  desire  it.  The 
student  will  realize,  therefore,  that  although  its  chief  purpose  is  to 
serve  the  need  of  the  owner,  it  is  also  its  purpose  to  give  other  inter- 
ested parties,  such  as  those  mentioned,  the  information  which  they 
desire.  However,  if  it  is  made  so  as  to  give  the  owner  the  informa- 
tion which  he  needs  in  the  conduct  of  his  business,  all  others  can 
usually  obtain  the  information  which  they  desire.  It  is,  therefore, 
as  a  report  to  the  owner  that  the  Balance  Sheet  will  be  considered 
for  the  present. 
32 
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The  Form  of  the  Balance  Sheet 

Since  the  purpose  of  the  Balance  Sheet  is  to  give  the  owner  the 
information  which  he  needs  to  manage  his  business,  it  should  be  in 
the  form  which  gives  this  information  the  most  readily.  The  Balance 
Sheet  shows  three  main  items :  assets,  liabilities,  and  proprietorship. 
The  simplest  form  of  a  Balance  Sheet,  then,  would  be  one  which 
showed  these  in  total. 

If  the  total  assets  of  James  Madison  are  $2,806.01,  his  total  liabili- 
ties $765.85,  and  his  proprietorship  $2,040.16,  his  Balance  Sheet 
might  be  made  in  the  following  form : 

Assets $2,806.01 

Liabilities 765.85 

Proprietorship $2,040.16 

Such  a  statement  would  give  Madison  information  of  some  value, 
for  by  comparing  it  with  previous  statements  he  could  see  whether 
his  proprietorship  had  decreased  or  increased  and  thereby  judge 
of  the  success  of  his  business  in  terms  of  profit  and  loss.  He  wants 
more  information  than  this,  however,  for  he  desires  to  know  the 
nature  of  his  assets  and  liabilities  as  well  as  their  amount ;  hence  it 
is  necessary  to  show  the  assets  and  liabilities  as  several  items  and 
not  as  totals  only.  In  Chapter  II  it  is  suggested  that  James  Madison 
might  ascertain  his  proprietorship  by  listing  his  assets  and  liabilities 
as  follows : 
Assets  : 

Cash $   252.00 

Debts  Due  from  Customers     .     .     .       484.01 

Merchandise  on  Hand 1,450.00 

Furniture  and  Fixtures 220.00 

Delivery  Equipment 400.00 

Total  Assets $2,806.01 

Liabilities  : 
.   Debts  Owed  to  Creditors 765.85 

Proprietorship       $2,040.16 

Such  a  statement  as  this  gives  the  owner  much  information  which 
he  can  not  obtain  from  a  Balance  Sheet  showing  only  total  assets  and 
total  liabilities.  By  studying  this  statement  he  can  see  the  differ- 
ent kinds  of  property  he  has  and  the  nature  of  his  liabilities  and 
so  is  better  able  to  judge  the  success  of  his  past  operations  and  to 
plan  his  future  business. 
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In  listing  the  items  on  the  preceding  page,  the  terms  employed  in 
designating  the  particular  assets  and  liabilities  are  those  which  might 
be  used  by  a  person  who  is  unfamiliar  with  the  generally  accepted 
terminology  of  accounting.  However,  there  is  a  certain  mass  of  ter- 
minology which  is  rather  generally  accepted  by  accountants,  espe- 
cially as  applied  to  the  more  common  kinds  of  assets  and  liabilities. 
Since  these  accounting  terms  are  used  almost  universally,  it  is 
necessary  for  the  student  to  become  familiar  with  them.  In  order 
to  explain  the  use  and  meaning  of  these  terms,  it  is  deemed  desirable 
to  discuss  separately  some  of  the  items  appearing  in  the  statement 
on  the  preceding  page. 

Debts  Due  from  Customers 

These  debts  consist  of  promises  to  pay  which  customers  have 
given  in  exchange  for  merchandise.  These  promises  may  be  written 
or  they  may  be  oral.  If  a  customer  gives  his  written  promise  to  pay 
for  merchandise,  this  promise  is  called  a  note  receivable.  If  he 
gives  an  oral  promise  under  the  same  circumstances,  it  is  termed  an 
account  receivable.  It  is  customary,  therefore,  to  list  on  the  Balance 
Sheet  the  amount  due  from  customers  under  these  two  headings. 

In  the  illustration  on  the  preceding  page,  there  is  listed  as  due  from 
customers  $484.01.  In  a  retail  store,  such  as  that  of  James  Madison, 
it  would  be  quite  unusual  for  written  promises  to  be  received  in  pay- 
ment of  merchandise.  Probably  the  only  conditions  under  which 
such  written  promises  would  be  received  would  be  when  a  customer 
failed  to  pay  his  oral  promise  at  the  specified  time  and  gave  a  written 
promise  in  order  to  obtain  an  extension  of  time.  Such  customers 
would  be  regarded  as  undesirable  and,  therefore,  a  large  item  of 
notes  receivable  would  be  looked  upon  with  suspicion.  If  it  is  as- 
sumed that  in  the  case  of  James  Madison  he  has  written  promises  to 
the  amount  of  $27.92  and  oral  promises  to  the  amount  of  $456.09, 
these  debts  of  his  customers  would  be  listed  on  his  Balance  Sheet  as 
follows : 

Notes' Receivable $  27.92 

Accounts  Receivable 456.09 

Although  usually  few  written  promises  or  notes,  as  they  are 
called  by  business  men  and  accountants,  are  received  by  retail, 
stores,  in  some  other  lines  of  business  it  is  quite  customary  to  re- 
ceive written  promises  to  pay  for  goods.  Consequently  a  large  item 
of  notes  receivable  on  the  Balance  Sheet  of  such  businesses  would 
not  be  regarded  as  unfavorable.  This  will  be  discussed  more  fully 
in  subsequent  chapters. 
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The  student  should  not  bother  about  the  nature  and  form  of  the 
written  promises  discussed  above.  These  will  be  discussed  and  illus- 
trated later.  It  is  sufficient  for  him  to  know  at  present  that  such 
written  promises  are  used  in  the  conduct  of  business  and  that  they 
are  called  notes  receivable  when  in  favor  of  the  business  and  con- 
stitute an  asset  of  the  business. 

The  oral  promises  to  pay,  which  are  received  from  customers,  are 
shown  on  the  Balance  Sheet  as  a  total.  In  the  accounting  records  the 
amount  due  from  each  customer  is  shown.  It  is  not  desirable,  how- 
ever, to  show  on  the  Balance  Sheet  the  name  of  each  customer  who 
owes  the  business,  so  only  the  total  is  given.  Sometimes  a  list  of  the 
customers  and  the  amount  each  owes  is  attached  to  the  Balance  Sheet. 
A  list  of  the  customers  of  James  Madison  might  be  as  follows : 

List  op  Accounts  Receivable,  December  31,  192. . 

L.  S.  Lyon $  47.81 

A.   C.   Hodge 56.26 

N.  W.   Barnes 98.95 

E.  R.  Lambert 96.91 

J.  H.  Bishop 156.16 

Total $456.09. 

Merchandise  on  Hand 

The  merchandise  on  hand  at  the  time  the  Balance  Sheet  is  made 
is  known  as  the  Merchandise  Inventory.  It  is  listed  under  this  head- 
ing among  the  assets  on  the  Balance  Sheet.  The  inventory  of 
merchandise  is  .obtained  usually  by  making  a  physical  count  of  the 
goods  in  stock  and  determining  their  value  at  cost  price.  There  are 
cases  in  which  the  cost  price  is  not  used ;  these  will  be  discussed  later. 

Debts  Owed  to  Merchandise  Creditors 

It  has  been  explained  that  those  who  purchase  merchandise  from 
the  business  may  give  either  written  or  oral  promises  in  payment. 
In  the  same  manner  the  business  may  give  either  written  or  oral 
promises  in  payment  of  the  merchandise  purchased  from  others. 
The  written  promises  so  given  are  known  as  Notes  Payable  and  the 
oral  promises  as  Accounts  Payable.  In  the  illustration  given,  James 
Madison  owes  creditors  $765.85.  If  it  is  assumed  that  $60.85  of  this 
amount  is  represented  by  written  promises  and  $705.00  is  repre- 
sented by  oral  promises,  his  debts  to  creditors  may  be  shown  on 
the  Balance  Sheet  as  follows: 

Notes  Payable $  60,85 

Accounts  Payable 705.00 
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The  accounts  payable,  like  the  accounts  receivable,  are  shown  on 
the  Balance  Sheet  as  a  total.  Although  the  accounting  records  show 
the  amount  due  to  each  creditor,  it  is  not  desirable  to  show  the  names 
of  the  individual  creditors  on  the  Balance  Sheet.  Sometimes  a  list 
of  the  creditors  and  the  amount  due  each  is  attached  to  the  Balance 
Sheet.  Such  a  list  of  the  creditors  of  James  Madison  might  be  as 
follows : 

List  op  Accounts  Payable,  December  31,  192. . 

M.  L.    Rose $240.00 

G.  B.  Brown  &  Co 465.00 

Total $705.00 

Balance  Sheet  with  Accounting  Terminology 

After  the  foregoing  discussion,  it  is  possible  to  restate  the  assets 
and  liabilities  of  James  Madison,  using  the  correct  accounting 
terminology  in  enumerating  them.  Such  a  statement  would  be  as 
follows : 

Assets  : 

Cash $   252.00 

Notes  Receivable 27.92 

Accounts  Receivable 456.09 

Merchandise  Inventory       ....  1,450.00 

Furniture  and  Fixtures     ....  220.00 

Delivery  Equipment 400.00 

Total  Assets $2,806.01 

Liabilities  : 

Notes  Payable $     60.85 

Accounts  Payable 705.00 

Total  Liabilities 765.85 

Net  Worth  or  Proprietorship  .     .     .    $2,040.16 

Heading  or  Title  of  the  Balance  Sheet 

A  Balance  Sheet  is  made  to  show  the  financial  condition  of  some 
particular  firm  and  to  show  that  condition  at  some  particular  date. 
It  is  customary,  therefore,  to  place  the  name  of  the  firm  and  the  date 
of  the  Balance  Sheet  as  a  heading,  somewhat  as  follows : 

JAMES  MADISON 
Balance  Sheet,  December  31,  192.. 
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Subtitles  of  the  Balance  Sheet 

The  assets  of  all  mercantile  firms  can  be  divided  into  at  least 
two  classes: 

1.  Those  in  the  form  of  cash  and  those  which  it  is 
expected  will  be  converted  into  cash  in  the  near  future 
in  the  regular  operations  of  the  business.  In  accounting, 
these  are  termed  Current  Assets. 

2.  Those  which  are  used  in  the  regular  operation 
of  the  business  but  which  it  is  not  expected  will  be  sold 
or  turned  into  cash.  In  accounting,  these  are  called 
Fixed  or  Permanent  Assets. 

By  referring  to  the  Balance  Sheet  of  James  Madison  it  will  be 
seen  that  he  has  cash  to  the  amount  of  $252.00;  debts  due  from 
customers,  which  he  expects  to  collect  in  the  near  future,  $484.01 
(oral  promises,  $456.09;  written  promises,  $27.92) ;  and  merchandise 
on  hand,  $1,450.00,  which  he  plans  to  sell  and  realize  in  cash  within 
not  an  unreasonable  length  of  time.  Consequently  he  has  current 
assets  to  the  amount  of  $2,186.01.  In  addition  he  has  furniture  and 
fixtures  valued  at  $220.00  and  delivery  equipment  valued  at  $400.00. 
These  assets  he  expects  to  retain  in  his  business  and  does  not  expect 
to  liquidate  in  cash.    His  fixed  assets,  therefore,  amount  to  $620.00. 

In  a  similar  manner  the  liabilities  of  a  firm  may  be  divided  into 
two  classes: 

1.  Those  which  the  business  promised  to  pay  within 
a  short  time  after  they  were  incurred,  such  as  debts  due 
to  merchandise  creditors  and  to  banks.  These  are 
called  Current  Liabilities. 

2.  Those  which  are  of  long  time  duration  and  may 
not  have  to  be  paid  until  several  years  after  they  are 
incurred.  These  are  known  as  Fixed  or  Permanent 
Liabilities,  for  it  is  expected  they  will  not  be  paid 
in  the  near  future.  Such  liabilities  will  be  discussed 
and  illustrated  in  later  chapters. 

It  will  be  seen  by  the  Balance  Sheet  of  James  Madison  that  his 
only  liabilities  are  those  to  creditors,  which  amount  to  $765.85  (oral 
promises,  $705.00;  written  promises,  $60.85).  According  to  good 
business  practice  these  will  be  paid  in  the  near  future,  hence  these 
are  current  liabilities.  Madison  has  no  long  time  obligations ;  hence 
no  fixed  liabilities  are  shown  on  his  Balance  Sheet. 
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In  addition  to  the  assets  and  liabilities,  the  proprietorship  or  net 
worth  of  the  business  is  shown  on  the  Balance  Sheet.  This  is  shown 
under  the  separate  heading  or  title  of  "Proprietorship,"  "Net 
Worth/ '  "Capital,"  or  some  similar  term. 

Since  the  purpose  of  the  Balance  Sheet  is  to  give  as  much  infor- 
mation as  possible  about  the  assets  and  liabilities  of  a  business  it  is 
desirable  to  classify  the  assets  and  liabilities  according  to  their 
nature.  The  method  of  showing  these  classifications  is  illustrated 
in  the  Balance  Sheet  given  in  Illustration  No.  1.  Frequently,  sub- 
divisions of  assets  and  liabilities  other  than  those  discussed  above 
are  shown  on  the  Balance  Sheet,  but  those  given  are  sufficient  for  the 
present  discussion. 
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Illustration  No.  1 — Balance  Sheet — "Report"  P\)rm 
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Illustration  of  the  Standard  Form  of  Balance  Sheet* 

Using  the  items  and  amounts  previously  given,  a  Balance  Sheet, 
which  will  comply  with  the  accounting  principles  discussed,  may  be 
made  for  James  Madison  in  the  form  illustrated  on  page  38. 

A  Balance  Sheet  such  as  the  one  given  on  the  preceding  page  is 
said  to  be  in  the  " report' '  form.  While  this  arrangement  correctly 
shows  the  financial  condition  of  a  business,  accountants  more 
frequently  use  the  form  given  herewith,  which  is  known  as  the 
11  account M  form: 
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Illustration  No.  2 — Balance  Sheet — "Account"  Form 


The  student  will  notice  that  both  of  these  Balance  Sheets  show 
the  same  facts.  It  is  only  the  arrangement  that  is  different.  The 
first  form  is  shown  first  in  this  chapter,  because  it  is  quite  convenient 
for  purposes  of  illustration.  Both  are  according  to  good  accounting 
practice,  but  the  latter  form  is,  at  present,  used  more  fre- 
quently by  accountants  in  their  reports.  In  the  printed  forms  given 
by  banks  to  customers  on  which  to  report  their  financial  condition, 
the  first  form  is  quite  frequently  called  for  by  the  arrangement  of  the 
items  on  the  printed  blanks.  So  far  as  the  owner  of  a  business  is 
concerned  either  form  serves  his  purpose. 

*  The  depreciation  of  fixed  assets  Is  not  discussed  or  Illustrated  In  this  chapter.  Its 
omission  Is  deemed  advisable  until  the  student  has  become  familiar  with  the  construction 
of  the  operating  expense  accounts  and  the  method  of  adjusting  and  closing  the  ledger  at 
the  end  of  the  fiscal  period.  He  will  then  be  able  to  see  the  effect  of  depreciation  on  the 
expenses  of  the  business  as  well  as  on  the  assets.  A  discussion  and  an  Illustration  of 
the  treatment  of  depreciation  are  given  in  Chapter  XVI. 
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QUESTIONS  FOR  CLASS  DISCUSSION 

1 
You  are  working  for  the  Merchants  National  Bank.  Mr.  6.  W. 
Brown,  a  retail  dry  goods  merchant,  requests  the  bank  to  lend  him 
$1,000.00.  The  president  of  the  bank  requests  you  to  investigate 
the  financial  condition  of  Mr.  Brown  and  report  to  him  whether 
you  think  the  loan  should  be  granted.  What  information  would 
you  request  of  Mr.  Brown? 

2 

In  response  to  your  request,  Mr.  Brown  gives  you  a  statement 
of  his  assets  and  liabilities  made  as  follows: 

Assets $10,000.00 

Liabilities 3,000.00 

Proprietorship $  7,000.00 

Would  this  statement  be  satisfactory  to  you?    Why? 

3 

Assuming  your  own  figures  and  items,  but  using  the  above  totals, 
explain  how  you  would  wish  Mr.  Brown  to  make  his  statement  of 
assets  and  liabilities. 

4 
How  would  Mr.  Brown  obtain  the  information  necessary  to  make 
the  above-mentioned  statement? 

5 

On  the  Balance  Sheet  of  Mr.  Brown  the  following  items  appear : 

Notes  Receivable $1,500.00 

Accounts  Receivable 500.00 

What  might  you  infer  from  the  fact  that  notes  receivable  are 
three  times  as  large  as  accounts  receivable?  Would  you  regard  this 
favorably  or  unfavorably? 
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6 
The  Balance  Sheet  of  Mr.  Brown  which  he  submits  to  the  Mer- 
chants National  Bank  is  dated  December  31,  1919.  Mr.  Brown  de- 
sires a  Balance  Sheet  of  the  same  date  which  will  enable  him  to 
judge  the  success  of  his  business.  Will  this  latter  Balance  Sheet 
be  different  from  the  one  he  submits  to  the  bank  for  the  purpose 
of  obtaining  credit? 

7 
Mr.  Brown  has  150  customers  who  owe  him  on  account.     How 
will  the  amount  which  they  owe  be  shown  on  his  Balance  Sheet? 
If  it  is  desirable  for  the  bank  to  know  the  names  of  the  individuals 
who  owe  Mr.  Brown,  how  may  this  information  be  provided? 

8 
On  the  Balance  Sheet  of  Mr.  Brown,  merchandise  inventory  is 
stated  at  $1,450.00.     How  did  Mr.  Brown  obtain  the  value  of  this 
inventory  ? 

9 
Define  and  illustrate  the  difference  betwreen  current  assets  and 
fixed  assets;  current  and  fixed  liabilities. 

10 
In  what  forms  may  the  Balance  Sheet  be  made?     What  is  the 
difference  between  the  twro?     Is  the  difference  one  of  form  or  of 
content  ? 
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LABORATORY  MATERIAL 

The  purpose  of  the  following  exercises  is  to  give  practice  in 
preparing  Balance  Sheets  as  explained  and  illustrated  in  Chapter 
III.  These  exercises  are  to  be  prepared  on  loose  sheets  of  paper 
ruled  similar  to  Illustration  No.  1  or  No.  2,  depending  on  the  form 
of  Balance  Sheet  required  in  the  exercise. 

r  Exercise  No.  11 

On  December  31,  1918,  C.  A.  Reynolds  has  the  following  prop- 
erty: 

Cash $240.00 

Notes  Due  from  Customers 200.00 

Accounts  Due  from  Customers: 

A.  R.  James 54.00 

Central  Hotel 129.00 

A.  C.  Williams 42.00 

R.  G.  Roberts 24.00 

C.  L.  Hall 28.00 

J.  C.  Jones 45.00 

Merchandise  Inventory 880.00 

Furniture  and  Fixtures 90.00 

He  owes  Creditors: 

King  &  Company $  96.00 

Hazen  &  Logan 103.00 

Matthews  &  Company 200.00 

Wisdom  Brothers 175.00 

City  Creamery 29.00 

He   owes   the   Second  National  Bank   for 

Money  Borrowed 300.00 

Instructions:  Make  a  Balance  Sheet  in  report  form  for  Rey- 
nolds as  of  December  31,  1918,  showing  assets  and  liabilities  prop- 
erly classified. 

List  the  accounts  receivable  and  payable  as  totals. 

Exercise  No.  12 

An  investigation  of  Reynolds'  records  one  year  later  shows  the 
.following : 

1.  Cash  on  hand  is  $100.00  larger. 

2.  Notes  receivable  from  customers  have  decreased  $50.00. 

3.  Accounts  receivable  have  increased  $400.00. 

4.  Accounts  payable  are  $500.00  larger. 
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5.  The  notes  due  to  bank  amount  to  $500.00. 

6.  Furniture  and  fixtures  have  decreased  in  value  $9.00. 

7.  Delivery  equipment,  $300.00. 

8.  Inventory  of  merchandise  $1,250.00.  '»  ** 

Instructions:  Make  a  Balance  Sheet  in  report  form  for  Rey- 
nolds as  of  December  31,  1919.  Show  assets  and  liabilities  prop- 
erly classified. 

Exercise  No.  13 
Show  in  account  form  the  Balance  Sheet  required  in  Exercise 
No.  12. 

Exercise  No.  14 
P.  C.  Dodge,  who  is  engaged  in  the  hardware  business,  has  the 
following  assets  and  liabilities  on  June  30,  1920 : 

Cash $   300.00 

Accounts  Due  from  Customers 1,800.00 

Notes  Due  from  Customers 75.00 

Hardware  on  Hand 2,200.00 

Furniture  and  Fixtures 250.00 

Due  to  First  National  Bank 500.00 

Accounts  Due  to  Creditors 800.00 

Notes  Due  to  Merchandise  Creditors    .    .    .  50.00 

Instructions:  Make  in  report  form  a  Balance  Sheet  for  P.  C. 
Dodge  as  of  June  30,  1920.  Amounts  due  the  bank  and  notes  due 
merchandise  creditors  may  be  listed  in  one  amount  under  Notes 
Payable. 

Exercise  No?  15 

A.  M.  Jones,  is  engaged  in  operating  a  garage  and  in  selling  auto- 
mobile accessories.  On  July  31,  1920,  he  has  the  following  assets 
and  liabilities: 

Automobile  Supplies $1,250.00 

Tools  and  Equipment  in  Garage  .    .    ...    .  420.80 

Showcases  and  Counters 60.20 

Accounts  Due  from  Customers 125.87 

Accounts  Due  to  Creditors 220.00 

Due  to  the  Merchants  Trust  Company      .    .  80.00 

Cash 210.00 

Automobile  Used  for  Service 800.00 

Instructions :  Make  in  account  form  a  Balance  Sheet  for  A.  M. 
Jones  as  of  July  31,  1920.    List  last  item  as  Delivery  Equipment. 
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Exercise  No.  16 

J.  M.  Clark  is  the  proprietor  of  a  drug  store.  On  March  31, 

1920,  his  assets  and  liabilities  are  as  follows: 

Drugs    and    Miscellaneous    Merchandise    on 

Hand $2,800.00 

Showcases  and  Cabinets 300.00 

Soda  Fountain 500.00 

Bicycle  Used  by  Delivery  Boy 15.00 

j           Electric  Advertising  Sign  in  Front  of  Store.  20.00 

Cash 350.00 

Due  to  Local  Bank 450.00 

>           Due  to  Creditors 500.00 

Instructions :     Make  a  Balance  Sheet  in  account  form,  for  J.  M. 
Clark  as  of  March  31,  1920. 

Exercise  No.  17 

M.  M.  McGee  is  the  proprietor  of  a  millinery  store  with  the 
following  assets  and  liabilities  on  January  31,  1920 : 

Hats  on  Hand $800.00 

Showcases  and  Counters 150.00 

Supplies  to  be  Used  in  Trimming  and  Re- 
modeling        220.80 

Equipment  in  Working  Room 120.50 

Due  from  Customers 40.50 

Due  to  Creditors 250.00 

Cash     .     .     .• 150.00 

Instructions:     Make  in  report  form  a  Balance  Sheet  for  M.  M. 
McGee  as  of  January  31,  1920. 

Exercise  No.  18 

R.  C.  Riley  is  proprietor  of  a  barber  shop.     On  September  30, 
1919,  he  has  the  following  assets  and  liabilities: 
Hair  Tonics,  Face  Creams  and  Miscellaneous 

Supplies $125.00 

Chairs  and  Equipment 450.00 

Showcase  for  Cigars 40.00 

/  Cigars  on  Hand 120.00 

f  Cash 150.00 

Due  to  Local  Bank 50.00 

Instructions:     Make  in  report  form  a  Balance  Sheet  for  R.  C. 
Riley  as  of  September  30,  1920. 
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Exercise  No.  19 

C.  A.  Anderson,  who  is  engaged  in  the  retail  implement  busi- 
ness, has  on  December  31,  1919,  the  following  assets  and  liabilities 
as  shown  by  his  accounting  records : 

Cash $   300.00 

Notes  Keceivable 220.00 

Account  Due  from  Customers : 

0.  T.  Gooch 190.00 

John  K-.  Dew 55.00 

W.  E.  Hampton 50.00 

R.  E.  Taylor 75.00 

D.  D.  Dwyer 120.00 

H.  L.  Cohagen 250.00 

Merchandise  Inventory 2,000.00 

Furniture  and  Fixtures 75.00 

Delivery  Equipment 125.00 

Due  to  the  Continental  Trust  Co $300.00 

Due  to  Creditors  as  Follows : 

H.  M.  Gooch 120.00 

A.  M.  Joesting 150.00 

James  M.  Monroe 180.00 

Instructions:  Make  in  account  form  a  Balance  Sheet  for  C.  A. 
Anderson  as  of  December  31.  1919. 

Exercise  No.  20 

From  your  own  data  draw  up  a  Balance  Sheet  in  account  form 
for  James  King,  retail  dry  goods  merchant.  Have  at  least  six 
assets  and  two  liabilities.  Arrange  in  the  same  form  as  Illustra- 
tion No.  2. 
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CHAPTER  IV 
THE  STATEMENT  OF  PROFIT  AND  LOSS 

Purpose  of  the  Statement  of  Profit  and  Loss 

It  has  been  explained  in  a  previous  chapter  that  the  owner  of 
property,  such  as  cash,  furniture,  merchandise,  etc.,  uses  it  in  con- 
ducting a  business  because  he  expects  by  using  it  to  make  a  profit 
a  part  of  which,  at  least,  he  can  withdraw  as  income.  When  the 
owner  of  property  invests  it  he  expects  the  accounting  records  of 
the  business  to  provide  him  information  which  will  show  him :  first, 
whether  a  profit  is  being  made  and,  if  so,  the  amount  thereof,  and 
second,  how  he  can  plan  to  use  his  property  in  the  future  to  in- 
crease his  profits.  In  order  to  give  this  information  to  the  owner 
so  it  can  be  easily  understood  and  applied,  certain  reports  or  state- 
ments are  used.  These  reports  show  in  a  summarized  and  classified 
form  the  information  which  the  accounting  records  contain. 

In  the  preceding  chapter  the  Balance  Sheet  has  been  discussed 
and  illustrated  as  a  means  by  which  to  give  the  owner  information 
about  his  assets,  liabilities,  and  proprietorship.  It  was  explained 
that  the  owner,  by  a  comparison  of  the  amount  of  his  proprietorship 
at  two  different  times,  as  shown  by  the  two  Balance  Sheets,  can 
determine  whether  it  has  increased  or  decreased.  It  should  be  real- 
ized, however,  that  the  Balance  Sheet  does  not  show  the  cause  of  this 
increase  or  decrease.    An  illustration  or  two  will  make  this  apparent. 

The  Balance  Sheet  of  James  Madison,  on  December  31st,  as 
given  in  Chapter  III,  shows  his  net  worth  or  proprietorship  to  be 
$2,040.16.  If  one  month  before,  on  November  30th,  his  Balance 
Sheet  showed  his  net  worth  to  be  $1,890.00,  his  proprietorship  will 
have  increased  $150.16  during  the  month.  Consequently,  if  he  has 
not  withdrawn  anything  during  the  month  or  made  an  additional 
investment  he  would  assume  that  he  had  made  a  profit  of  $150.16. 
Although  this  comparison  of  Balance  Sheets  may  show  Madison  the 
profit  which  he  has  made,  it  does  not  show  the  reason  or  cause  for 
the  profit.  A  month  later,  when  Madison  makes  his  Balance  Sheet 
on  January  31st,  he  may  find  that  his  proprietorship  has  increased 
only  $50.00;  hence  his  profits  are  $100.16  less  than  they  were  the 
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month  before.  His  Balance  Sheet,  however,  will  not  show  why  his 
profits  are  smaller  than  for  the  previous  month. 

It  may  be  that  his  sales  for  the  month  have  been  smaller  or  that 
the  cost  of  the  goods  purchased  has  been  more,  or  it  may  be  that 
he  has  paid  more  for  clerk  hire,  heat,  light,  and  other  expenses. 
He,  of  course,  wishes  to  plan  his  business  for  the  next  month  so  as 
to  remedy,  if  possible,  the  difficulty  of  the  past  month  and  not  only 
avoid  a  decrease  in  his  profits,  but  have  an  increase. 

In  order  to  obtain  the  information  which  he  can  use  as  a  basis 
for  such  plans,  he  needs  a  report  showing  him  his  sales  for  the 
month,  the  cost  of  the  goods  sold,  the  expenses  incurred  in  con- 
ducting his  business,  and  the  net  profit  resulting  from  his  business 
operations.  Such  a  report  is  usually  made  for  the  owner  at  the  same 
time  the  Balance  Sheet  is  prepared.  This  report  is  given  various 
names,  but  in  this  text  will,  in  accordance  with  quite  prevalent 
practice,  be  termed  the  Statement  of  Profit  and  Loss. 

Form  of  the  Statement  of  Profit  and  Loss 

Since  the  purpose  of  the  Statement  of  Profit  and  Loss  is  to  give 
the  owner  certain  information  which  he  can  use  in  the  management 
of  his  business,  it  should  be  in  that  form  which  gives  this  informa- 
tion most  readily.  As  suggested  above,  the  Statement  of  Profit 
and  Loss,  shows  four  principal  items :  sales  for  the  period,  cost  of 
goods  sold,  expense  of  conducting  the  business,  and  net  profit.  The 
simplest  form  of  a  Statement  of  Profit  and  Loss,  therefore,  is  one 
which  showed  these  items  as  totals  only. 

If  James  Madison  has  made  $1,561.74  sales  during  the  month, 
the  cost  of  the  goods  sold  is  $1,125.85  and  the  expenses  incurred 
conducting  the  business  are  $285.73,  with  a  resulting  net  profit  of 
$150.16,  his  Statement  of  Profit  and  Loss  might  be  made  in  the 
following  form : 

Sales  for  the  Month $1,561.74 

Cost  of  Goods  Sold 1,125.85 

$   435.89 
Expenses 285.73 

Net  Profit $   150.16 
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Such  a  statement  would  be  of  some  value  to  Madison  in  itself  and 
would  be  even  of  more  value  if.  compared  with  previous  statements. 
By  such  a  comparison  he  could  see  not  only  the  increase  or  decrease 
in  net  profit,  but  also  whether  his  sales  had  increased  or  decreased 
and  whether  the  cost  of  goods  sold  and  the  expenses  of  conducting 
his  business  had  increased  faster  than  his  sales. 

In  the  above  illustration,  Madison's  sales  are  $1,561.74  and  his 
expenses  are  $285.73,  or  a  little  more  than  18%  of  his  sales.  Tt 
may  be  that  his  Statement  of  Profit  and  Loss  for  the  previous  month 
shows  sales  of  $1,200.00  and  expenses  of  $180.00,  or  15%  of  sales. 
If  his  profit  has  not  increased  as  he  thinks  it  should  in  view  of 
the  increase  in  sales  he  will  have  at  least  a  partial  explanation  in 
the  fact  that  the  expenses  have  increased  so  much  faster  than  the 
sales.  A  comparison  of  the  cost  of  goods  sold  with  the  sales  might 
show  a  similar  result  and  possibly  explain  why  his  profit  is  not  more 
or  probably  even  less,"  though  his  sales  have  materially  increased. 
It  can  be  readily  seen  how  such  a  statement  would  give  very  im- 
portant information  which  the  Balance  Sheet,  discussed  in  previous 
chapters,  does  not  show. 

Cost  of  Merchandise  Sold 

Although  such  a  statement  as  that  given  above  would  give  the  * 
owner  very  valuable  information,  there  is  some  additional  informa- 
tion which  he  usually  desires  and  which  the  Statement  of  Profit  and 
Loss  should  give  him.  In  the  first  place,  the  cost  of  merchandise 
sold  is  obtained  by  a  combination  of,  at  least,  three  items  and  it  is 
customary  to  show  these  separately  on  the  Statement  of  Profit  and 
Loss. 

If  Madison  had  merchandise  valued  at  $1,000.00  on  hand  at  the  be- 
ginning of  December  and  purchases  $1,575.85  worth  of  merchandise 
during  the  month,  he  should  have  $2,575.85  worth  of  merchan- 
dise on  hand  on  December  31st,  if  none  has  been  sold.  He  has  been 
selling,  however,  throughout  the  month  and  on  December  31st,  by 
actual  count,  he  finds  he  has  but  $1,450.00  worth  of  merchandise  on 
hand.  He  assumes  that  the  merchandise  not  on  hand  must  have 
been  sold.  Consequently,  by  subtracting  $1,450.00,  the  value  of  the 
merchandise  on  hand  on  December  31st,  from  $2,575.85,  the  value 
of  the  merchandise  on  hand  on  December  1st  plus  the  purchases  made 
during  the  month,  he  obtains  a  difference  of  $1,125.85,  which  repre- 
sents the  cost  of  the  merchandise  sold  during  the  month. 

As  previously  stated,  the  goods  in  which  a  firm  deals  are  known 
as  merchandise  and  the  amount  on  hand  at  any  particular  time  is 

Digitized  by  VjOOQLC 


The  Statement  op  Profit  and  Loss  49 

known  as  the  merchandise  inventory.  In  view  of  the  above,  it  may 
be  understood  easily  why  the  cost  of  merchandise  sold  is  shown  on 
the  Statement  of  Profit  and  Loss  as  follows : 

Cost  op  Merchandise  Sold  : 

Merchandise    Inventory,    Dec.     1, 

192 $1,000.00 

Purchases 1,575.85 

$2,575.85 

Less  Merchandise  Inventory,  Dec. 

31,  192.. 1,450.00 

Net  Cost  of  Merchandise  Sold    .     .     .     $1,125.85 

Gross  Profit  on  Sales 

When  the  cost  of  merchandise  sold  is  subtracted  from  sales  the 
difference  represents  the  profit  which  would  be  made  if  no  expenses 
were  incurred  in  conducting  the  business.  Expenses  are  always 
incurred,  however,  in  the  sale  of  goods,  therefore  it  is  necessary  to 
consider  them  in  determining  the  profit.  Consequently  the  differ- 
ence between  the  amount  received  from  sales  and  the  cost  of  mer- 
chandise sold  is  termed  Gross  Profit  on  Sales.  It  is  termed  gross 
profit  because  the  expenses  must  be  deducted  in  order  to  obtain  the 
final  or  net  profit. 

James  Madison  has  made  sales  to  the  amount  of  $1,561.74  and 
the  cost  of  the  merchandise  sold  is  $1,125.85 ;  hence  the  gross  profit  on 
sales  is  $435  89.  It  appears  on  the  Statement  of  Profit  and  Loss 
as  in  Illustration  No.  3. 

Classification  of  Expenses 

In  the  illustration  on  page  47,  the  expenses  of  James  Madison 
are  shown  in  one  item,  $285.73.  Although  all  the  expenses  of  the 
business  may  be  shown  as  one  total,  it  is  desirable,  in  order  that  a 
proper  analysis  of  the  operations  of  the  business  may  be  made,  that 
expenses  be  divided  into  at  least  two  classes.  The  first  class  includes 
those  expenses  incurred  directly  in  the  sale  of  merchandise,  such  as 
wages  of  sales  clerks,  advertising,  delivery  expenses,  etc.  These  are 
known  as  Selling .  Expenses.  The  second  class  includes  those  ex- 
penses incurred  in  the  general  conduct  of  the  business,  such  as 
stationery,  postage,  office  supplies,  salaries  and  wages  of  office  help, 
telephone,  fuel,  light,  etc.    These  are  known  as  Administrative  Ex- 
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penses.  If  it  is  assumed  that  $140.00  of  the  expenses  of  Madison 
are  of  the  first  class  and  $145.73  are  of  the  second  class,  they  will 
be  shown  on  the  Statement  of  Profit  and  Loss  as  follows: 

Selling  Expenses $140.00 

Administrative  Expenses 145.73 

Operating  and  Non-Operating  Expenses 

In  the  conduct  of  a  business  the  owner  incurs  certain  expenses 
which  are  the  result  of  the  regular  operations  of  the  business.  These 
are  known  as  Operating  Expenses.  All  those  mentioned  above  under 
the  headings  of  selling  and  administrative  expenses  are  of  this  type. 
In  addition,  the  owner  may  incur  certain  other  expenses  which  are 
not  directly  connected  with  the  regular  operations  of  the  business; 
these  are  called  Non-Operating  Expenses.  For  instance,  James 
Madison  may  have  an  opportunity  to  purchase  a  horse  from  another 
merchant,  who  is  going  out  of  business,  at  what  he  judges  to  be  a 
very  advantageous  price.  Although  he  does  not  need  the  horse  in 
connection  with  his  delivery  service,  he  purchases  it  and  keeps  it 
some  time  before  he  is  able  to  sell  it  for  a  profit.  Certain  expenses 
are  incurred  in  the  meantime  in  feeding  and  caring  for  the  horse. 
These  expenses  have  no  relation  to  the  cost  of  conducting  his 
store,  so  should  not  be  included  in  the  selling  expenses  of  the  store 
as  are  the  expenses  of  feeding  and  caring  for  the  horses  which  he  uses 
in  his  delivery  service. 

For  the  present,  such  non-operating  expenses  can  be  disregarded, 
for  they  would  not  be  of  frequent  occurrence  in  the  case  of  a  small 
store  like  that  owned  by  James  Madison.  Later  they  will  be  dis- 
cussed and  the  method  of  showing  them  on  the  Statement  of  Profit 
and  Loss  will  be  illustrated.  The  purpose  of  mentioning  them  here 
is  to  point  out  to  the  student  that  such  expenses  are  not  included  in 
the  operating  expenses  of  the  business ;  likewise  to  explain  that  the 
operating  expenses  of  the  business  are  usually  indicated  as  such  on 
the  Statement  of  Profit  and  Loss  as  follows : 

Operating  Expenses  : 

Selling  Expenses $140.00 

Administrative  Expenses 145.73    $285.73 

Heading  or  Title  of  the  Statement  of  Profit  and  Loss 

The  Statement  of  Profit  and  Loss  is  made  to  show  the  result  of  the 
operations  of  some  particular  business  and  to  show  the  result  of 
those  operations  for  some  particular  period.    As  previously  stated, 
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the  Balance  Sheet  is  made  to  show  the  financial  condition  on  a  par- 
ticular date,  such  as  December  31st,  but  the  Statement  of  Profit  and 
Loss  is  made  to  show  the  results  of  the  operations  for  a  period  of 
time,  such  as  from  December  1st  to  December  31st.  This  period  of 
time,  which  is  covered  by  the  Statement  of  Profit  and  Loss,  and  at 
the  end  of  which  the  Balance  Sheet  and  other  statements  may  be 
made,  is  known  as  a  fiscal  period.  The  fiscal  period  of  a  business 
is  often  a  year,  but  it  may  be  a  shorter  period  of  time,  such  as  a 
month,  quarter  year,  or  half  year.  In  the  foregoing  discussion  it 
has  been  assumed  for  the  sake  of  brevity  and  simplicity  that  the 
fiscal  period  of  James  Madison  is  one  month.  The  principles  govern- 
ing the  construction  of  the  Balance  Sheet  and  Statement  of  Profit 
and  Loss  are  the  same  for  a  long  fiscal  period  as  for  a  short  one. 
The  name  of  the  firm  and  the  period  of  time  for  which  the  State- 
ment of  Profit  and  Loss  is  made  are  indicated  as  follows : 

JAMES  MADISON 

Statement  op  Profit  and  Loss  for  the  Month  Ending 

December  31,  192. . 

Standard  Form  of  the  Statement  of  Profit  and  Loss 

Using  the  items  and  amounts  previously  given,  a  Statement  of 
Profit  and  Loss,  complying  with  the  accounting  principles  discussed, 
may  be  made  for  James  Madison  in  the  following  form : 
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Illustration  No.  3 — Statement  of  Profit  and  Loss 
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A  Statement  of  Profit  and  Loss  with  the  arrangement  just  given  is 
said  to  be  in  the  report  form.  It  is  possible  to  make  this  statement 
in  what  is  known  as  the  account  form,  but  this  form  is  so  rarely 
used  that  it  is  not  deemed  desirable  to  discuss  it  at  this  point.  The 
above  form  is  the  one  universally  used  by  accountants  and  its 
arrangement  should  be  thoroughly  mastered  by  the  student. 

Use  of  Reports  by  the  Owner  or  Manager  of  a  Business 

In  the  preceding  discussion  it  has  been  particularly  emphasized 
that  the  primary  function  of  accounting  is  to  give  the  owner  the 
information  which  he  needs  in  order  to  operate  his  business  success- 
fully, and  that  reports  should  be  made  which  will  give  this  infor- 
mation in  a  condensed  though  comprehensive  and  usable  form. 
The  Balance  Sheet  and  the  Statement  of  Profit  and  Loss  have  been 
discussed  and  illustrated  because  they  are  the  reports  which  are 
most  universally  made,  and  because  they  give  the  owner  the  infor- 
mation which  he  usually  regards  the  most  important. 

In  a  large  business  many  reports  other  than  the  Balance 
Sheet  and  the  Statement  of  Profit  and  Loss  are  required  in  order  to 
present  the  various  information  which  the  owner  needs  in  the 
management  of  his  business.  If,  however,  the  student  understands 
the  use  of  the  Balance  Sheet  and  the  Statement  of  Profit  and  Loss 
and  how  the  accounting  record  is  used  to  obtain  this  informa- 
tion as  illustrated  in  a  simple  business  like  that  of  James  Madi- 
son, he  should  have  no  difficulty  in  understanding  more  complicated 
reports  with  the  attendant  accounting  records  when  they-  are 
explained  later. 
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QUESTIONS  FOB  CLASS  DISCUSSION 

1 
You  have  $5,000.00  to  invest  and  you  decide  to  purchase   a 
retail  dry  goods  store.    You  have  an  opportunity  to  buy  either  of  two 
stores  for  this  sum.     The  assets  and  liabilities  of  each  store  which 
are  exactly  the  same,  are  as  follows  : 

Assets $10,000.00 

Liabilities 5,000.00 

Proprietorship $  5,000.00 

What  information  about  these  two  stores  would  you  desire  before 
you  decide  which  to  purchase! 

2 

Mr.  Jones  Jias  two  stores.  The  Balance  Sheet  of  No.  1  is  as 
follows : 

Store  No.  1 
Balance  Sheet,  December  31,  1918 

Assets $12,000.00 

Liabilities 4,000.00 

Proprietorship $  8,000.00 

The  Balance  Sheet  of  No.  2  is  as  follows : 

Store  No.  2 
Balance  Sheet,  December  31,  1918 

Assets $6,000.00 

Liabilities 2,000.00 

Proprietorship $4,000.00 

During  the  past  year  Store  No.  1  has  made  a  profit  of  $800.00  and 
Store  No.  2  has  made  a  profit  of  $600.00.  Which  store  is  the  better 
investment  for  Mr.  Brown! 

3 

James  Arnold  purchases  $4,000.00  worth  of  merchandise  .during 
the  month  of  January  and  sells  $3,000.00.  At  the  end  of  the  month 
he  has  $1,500.00  worth  of  merchandise  on  hand.    Assuming  that  he 
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had  no  merchandise  on  hand  at  the  beginning  of  the  month  and 
ignoring  any  expenses  incurred,  has  he  lost  or  gained  as  a  result  of 
his  month's  trading? 

4 
Since  expenses  are  not  considered  in  finding  the  profit  of  Arnold 
for  the  month  what  should  the  profit  determined  above  be  termed  ? 

5 

A.  R.  Manley  had  merchandise  on  hand  on  January  1st  valued 
at  $2,000.00.  During  the  month  he  purchased  $6,000.00  worth  of 
merchandise  and  sold  $8,000.00.  On  January  31st  his  inventory 
amounted  to  $2,200.00.  His  expenses  for  the  month  had  been  $900.00. 
What  was  his  net  profit  for  the  month! 

6 

At  the  end  of  the  next  month  the  Statement  of  Profit  and  Loss 
of  Manley  shows  that  he  has  made  a  profit  of  only  $500.00.  He  is 
puzzled  as  to  the  cause  of  the  decrease  and  asks  your  advice.  In 
looking  over  his  records  you  find  that  $500.00  lost  in  trading  on  the 
Stock  Exchange  has  been  added  to  his  expenses  for  the  month.  What 
report  would  you  make  to  him! 

7 
On  December  31,  1918,  the  Statement  of  Profit  and  Loss  of 
N.  W.  Barnes  in  summary  form  is  as  follows : 

Sales  for  the  Year ' .    .    $18,000.00 

Cost  of  Goods  Sold 10,000.00 

Gross  Profit  on  Sales $  8,000.00 

Operating  Expenses 6,000.00 

Net  Operating  Profit $  2,000.00 

One  year  later  the  Statement  of  Profit  and  Loss  of  Barnes  is  as 
follows : 

Sales  for  the  Year $36,000.00 

Cost  of  Goods  Sold 21,000.00 

Gross  Profit  on  Sales $15,000.00 

Operating  Expenses 13,500.00 

Net  Operating  Profit $  1,500.00 
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Mr.  Barnes  is  surprised  to  find  that  though  his  sales  have  doubled 
his  profits  have  decreased.  He  asks  you  for  an  explanation.  What 
explanation  would  you  give  him? 

8 
Explain  and  illustrate  the  distinction  between  operating  and 
non-operating  expenses. 

9 
Explain  and  illustrate  how  the  operating  expenses  of  a  business 
may  be  classified. 

10 
What  is  a  fiscal  period?    What  is  the  usual  length  of  the  fiscal 
period?    What  relation  has  the  fiscal  period  to  the  heading  and 
title  of  the  Statement  of  Profit  and  Loss? 
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LABORATORY  MATERIAL 

The  purpose  of  the  following  exercises  is  to  give  practice  in 
preparing  Statements  of  Profit  and  Loss  as  explained  and  illustrated 
in  Chapter  IV.  These  exercises  are  to  be  prepared  on  loose  sheets 
of  paper  ruled  similar  to  Illustration  No.  3: 

Exercise  No.  21 

On  January  1,  1920,  the  inventory  of  merchandise  of  Mr.  E.  R. 
Taylor,  retail  grocer,  was  $1,200.00.  During  the  month  he  pur- 
chased $1,950.00  worth  of  merchandise  and  sold  $2,280.00.  On  Janu- 
ary 31st  he  has  an  inventory  of  $1,400.00.  During  the  month  his  ex- 
penses have  been  as  follows: 

Salary  of  Clerk  Employed  in  Selling     ....  $70.00 

Heat,  Light  and  Water 16.00 

Stationery  and  Postage 3.60 

Advertising  in  Local  Paper 10.00 

Rent  of  Store 50.00 

Incidentals 5.00 

Instructions:  Make  a  Statement  of  Profit  and  Loss  for  Mr.  Tay- 
lor for  the  month  of  January.  Incidentals  are  classified  as  adminis- 
trative expenses. 

Exercise  No.  22 

On  March  1,  1920,  the  inventory  of  merchandise  of  O.  H.  Robin- 
son, a  retail  hardware  merchant,  is  $2,800.00.  During  the  month 
he  purchases  merchandise,  $2,500.00,  and  sells  $3,580.60.  On  March 
31st  he  has  an  inventory  of  $2,900.00.  During  the  month  his 
expenses  have  been  as  follows: 

Salaries  of  Clerks  Employed  in  Selling  .     .     .  $130.00 

Heat,  Light  and  Water 18.00 

Advertising  in  Local  Paper 10.00 

Stationery  and  Postage 4.00 

Rent  of  Store 60.00 

Repairs  to  Store  Furniture  and  Fixtures  .  .  8.00 
Paper  and  Twine  for  Wrapping  Merchandise 

Sold 27.80 

Cost  of  Drajrage  for  Delivering  Hardware  to 

Customers 19.56 
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Instructions:  Make  a  Statement  of  Profit  and  Loss  for  Mr. 
Robinson  for  the  month  of  March. 

Exercise  No.  23 

Mr.  A.  H.  Johnson,  public  accountant,  receives  as  fees  for  ser- 
vices during  the  year  1919,  $9,156.75.  His  expenses  for  the  year  are 
as  follows: 

Rent  of  Offices $   700.00 

Salaries  of  Office  Help 2,250.00 

Light  and  Telephone  Service  for  Office     .     .         40.00 

Stationery  and  Office  Supplies 56.78 

Cost   of   Clerical   Assistance    in   Connection 

with  Work  Done 1,200.00 

Instructions :  Make  a  statement  showing  the  net  income  of  Mr. 
Johnson  for  the  year  1919. 

Exercise  No.  24 

On  June  1,  1919,  the  inventory  of  merchandise  of  J.  H.  Anthony, 
retail  druggist,  is  $3,200.00.  During  the  month  he  purchases  mer- 
chandise, $2,385.68  and  sells  $2,756.90.  His  inventory  on  June  30th 
is  $2,845.73.     His  expenses  for  the  month  are  as  follows: 

Salaries  of  Sales  Clerks $215.00 

Rent  of  Store  Building 50.00 

Light 5.00 

Telephone 3.00 

Salary  of  Janitor 40.00 

Advertising  in  Local  Paper 12.00 

Twine  and  Wrapping  Paper.       ..*....  8.00 

Repairs   to   Store  Fixtures 2.50 

Incidental  Expenses 3.46 

Instructions:  Make  a  Statement  of  Profit  and  Loss  for  Mr. 
Anthony  for  the  month  of  June. 

Exercise  No.  25 

The  inventory  of  James  King,  retail  grocer,  of  January  1,  1918, 
is  $2,500.00.     His  purchases  for  the  year  are  $18,000.00,  and  his 
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sales  $24,000.00.    His  merchandise  inventory  on  December  31,  1918, 
is  $4,500.00.    His  expenses  for  the  year  are  as  follows : 

Salaries  of  Sales  Clerks $1,500.00 

Cost  of  Delivering  Merchandise  to  Customers  400.00 

Cost  of  Advertising 80.00 

Cost  of  Miscellaneous  Supplies  Used  in  Con- 
nection with  Goods  Sold 20.00 

Rent  of  Store 1,600.00 

Salary  of  Mr.  King  Which  Is  Treated  as  an 

Administrative  Expense 1JB00.00 

Insurance  and  Taxes 200.00 

Miscellaneous  Expenses  of  a  General  Nature, 

Including  Heat,  Light,  Telephone,  etc.     .  400.00 

Instructions:  Make  a  Statement  of  Profit  and  Loss  for  Mr. 
King  for  the  year  of  1918. 

Exercise  No.  26 

During  the  year  of  1919  the  sales  of  Mr.  King  amount  to 
$48,000.00.  His  purchases  amount  to  $42,000.00,  and  his  inventory 
at  the  end  of  the  year  is  $15,200.00.  His  selling  expenses  for  the  year 
amount  to  $6,000.00,  and  his  administrative  expenses  to  $9,000.00. 

Instructions:  1.  Make  a  Statement  of  Profit  and  Loss  for  Mr. 
King  for  the  year  of  1919. 

2.  State  in  outline  form  three  reasons  why  Mr.  King's  profit  for 
the  year  has  not  increased  although  his  sales  have  doubled. 

Exercise  No.  27 

On  January  1,  1919,  The  Commercial  Text  Book  Company  has 
books  on  hand  to  the  value  of  $18,250.00.  During  the  year  1919 
the  cost  of  books  printed  is  $92,000.00,  and  the  sales  for  the  year 
amount  to  $126,000.00.  On  December  31st,  the  inventory  of  books 
on  hand  is  $22,650.00.    The  expenses  for  the  year  are  as  follows : 

Salesmen's  Salaries $8,250.00 

Salesmen's  Expenses 6,214.86 

Advertising  Expenses 2,359.45 

Stationery  and  Postage 349.50 

Salaries  of  Office  Help 2,850.00 

Miscellaneous   Office  Expenses 3,856.00 
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Instructions:  Make  a  Statement  of  Profit  and  Loss  for  The 
Commercial  Text  Book  Company  for  the  year  1919. 

Exercise  No.  28 

The  inventory  of  merchandise  of  the  X  Y  Company  on  October 
1st  was  $4,000.00.  During  the  month  of  October  it  purchases 
$12,000.00  of  merchandise  and  sells  $15,000.00.  On  October  31st 
its  inventory  is  $3,000.00.  During  the  month  the  following  pay- 
ments have  been  made : 

Clerk  Hire  (administrative  purposes)     .     .     .  $200.00 

Heat  and  Light 25.00 

Advertising 150.00 

Salesmen's  Expenses 75.00 

Salesmen's  Salaries 120.00 

Stationery 10.00 

Incidentals 25.00 

Instructions :  Make  a  Statement  of  Profit  and  Loss  showing  the 
net  profit  of  the  company  for  the  month  of  October. 

Exercise  No.  29 

During  the  month  of  November  the  X  Y  Company  purchases 
$15,000.00  merchandise  and  sells  $16,000.00.  The  company's  in- 
ventory on  November  30th  is  $6,500.00.  During  the  month  the  fol- 
lowing payments  were  made: 

Clerk  Hire  (administrative) $250.00 

Heat  and  Light 45.00 

Advertising 180.00 

Salesmen's  Expenses 100.00 

Stationery 12.00 

Incidentals 35.00 

Salesmen's  Salaries 130.00 

Instructions:  Make  a  Statement  of  Profit  and  Loss  for  the 
X  Y  Company  for  the  month  of  November. 

Exercise  No.  30 

The  inventory  of  merchandise  of  J.  H.  Bishop  on  January  1, 
1919,  is  $2,500.00.    His  sales  during  the  year  are  $24,000.00,  and 
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his  purchases  are  $18,000.00.     His  inventory  on  December  31st  is 
$3,500.00.    During  the  year  his  expenses  are  as  follows: 

Salaries  of  Sales   Clerks $1,200.00 

Delivery  Expenses .  700.00 

Advertising 100.00 

Rent  of  Store 1,400.00 

Insurance  and  Taxes 400.00 

Salary  of  Manager 1,800.00 

General  Expenses 400.00 

Instructions:     Make  a  Statement  of  Profit  and  Loss  showing 
the  result  of  the  operations  for  the  year. 
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CHAPTER  V 
THE  ACCOUNT 

Purpose  of  the  Account 

The  owner  or  manager  of  a  business,  as  previously  stated, 
desires  from  time  to  time  certain  reports  that  will  give  him  the 
information  which  will  assist  him  to  manage  properly  and  control 
the  operations  of  his  business.  The  Balance  Sheet  and  the  Statement 
of  Profit  and  Loss,  the  two  reports  of  primary  value  in  busi- 
ness management  since  they  are  in  the  main  the  basis  of  all 
other  reports,  have  been  discussed  in  the  two  preceding  chapters. 
These  reports  are  frequently  made  at  the  end  of  the  fiscal  year, 
although  they  may  be  made  at  more  frequent  intervals.  The 
present  tendency  is  to  make  the  fiscal  period  shorter  than  it  was 
formerly.  Consequently,  many  businesses  have  a  Balance  Sheet  and 
a  Statement  of  Profit  and  Loss  prepared  at  the  end  of  each  month. 
It  is  evident  that  to  make  such  statements  at  the  end  of  the  year  or 
fiscal  period  some  means  must  be  devised  to  obtain  the  information 
which  they  contain. 

For  instance,  in  order  that  James  Madison  may  be  able  to  make 
a  Balance  Sheet  he  must  know  the  amount  of  the  various  items  which 
appear  thereon.  In  the  case  of  some  items,  such  as  cash  and  notes 
receivable,  he  could  obtain  the  amount  by  actual  count.  However, 
he  would  have  no  means  of  knowing  whether  the  cash  actually  on 
hand  was  correct  unless  he  knew  the  total  cash  received  during  the 
period  and  the  total  cash  paid  so  he  could  check  the  difference, 
or  balance  on  hand,  against  the  amount  obtained  by  physical  count. 
In  the  same  manner  he  must  know  the  total  of  the  notes  received 
from  customers  during  the  period  and  the  total  of  these  notes  which 
have  been  paid  so  he  can  check  the  difference  against  the  notes 
actually  on  hand.  In  the  case  of  some  items,  such  as  accounts 
receivable,  the  amount  can  not  be  obtained  by  count  because  they 
are  not  represented  by  anything  tangible.  For  this  reason  the  only 
possible  means  of  knowing  the  amount  due  from  customers  is  to  have 
a  record  of  the  oral  promises  received  from  customers  and  the  prom- 
ises which  they  have  paid  or  redeemed  in  order  to  obtain  the  differ- 
ence which  represents  the  accounts  receivable  unpaid.    It  is  likewise 
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impossible  to  know  the  amount  of  the  notes  payable  or  accounts 
payable  owed  by  the  business  unless  a  record  is  kept  of  the  written 
and  oral  promises  given,  and  the  written  and  oral  promises  redeemed. 

If  the  Statement  of  Profit  and  Loss  is  considered,  a  similar,  if  not 
even  a  more  apparent,  necessity  for  some  means  of  collecting  such 
information  is  seen.  It  would  be  impossible  for  James  Madison  to 
remember  that  his  sales  have  been  $1,561.74  during  the  month, 
that  his  purchases  have  been  $1,575.85,  that  his  selling  expenses 
$140.00,  and  his  administrative  expenses  $145.73.  In  order  that 
he  may  be  able  to  obtain  a  Statement  of  Profit  and  Loss  at  the  end 
of  the  month,  there  must  be  a  record  made  of  these  items  so  that 
the  amount  of  each  may  be  ascertained. 

To  have  available  in  convenient  form  at  the  end  of  the  fiscal 
period  the  information  which  is  needed  to  make  the  reports  dis- 
cussed above,  there  is  employed  what  is  known  in  accounting  as  the 
Account.  An  account  may  be  defined  as  a  systematic  record  of 
information  pertaining  to  some  item  which  appears  in  the  accounting 
reports,  kept  under  an  appropriate  heading  or  title.  The  necessity 
and  purpose  of  accounts  are  sufficiently  indicated  by  the  above 
discussion.  The  nature  and  arrangement  of  the  information  which 
accounts  in  general  contain,  will  be  discussed  in  the  remainder  of 
the  present  chapter.  The  construction  and  interpretation  of  particu- 
lar accounts  will  be  discussed  in  the  chapters  immediately  following. 

Construction  of  the  Account 

As  suggested  above,  an  account  is  kept  with  each  item  of  infor- 
mation which  is  needed  in  making  the  accounting  reports,  such  as  the 
Balance  Sheet  and  the  Statement  of  Profit  and  Loss.  Consequently, 
accounts  are  kept  with  assets,  such  as  cash,  notes  receivable,  accounts 
receivable,  office  furniture,  and  delivery  equipment;  with  liabilities, 
such  as  notes  payable  and  accounts  payable ;  with  expenses,  such  as 
cost  of  selling  and  administration;  and  with  sources  of  income,  such 
as  sales.  In  later  chapters  it  will  be  shown  that  when  more  detailed 
information  is  desired  on  the  Balance  Sheet  and  the  Statement  of 
Profit  and  Loss,  it  is  necessary  to  have  additional  accounts  so  as  to 
obtain  this  information.  For  the  present  it  is  not  necessary  to 
consider  accounts  other  than  those  necessary  to  provide  the  informa- 
tion which  appears  on  such  simple  statements  as  the  Balance  Sheet 
and  the  Statement  of  Profit  and  Loss  of  James  Madison,  as  given  in 
previous  chapters. 
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As  stated  in  the  definition,  the  information  which  the  account 
contains  is  kept  under  an  appropriate  heading  or  title.  The  title 
of  the  account  should  indicate  clearly  the  content  of  the  account, 
for  otherwise  when  later  this  item  appears  on  the  reports  it  will  be 
misleading.  A  title  which  does  not  clearly  and  accurately  indicate 
the  nature  of  the  account  may  be  misleading  or  ambiguous.  It  may 
also  afford  an  opportunity  for  hiding  in  this  account  information 
which  it  is  essential  to  have  stated  separately  so  that  it  may  be  called 
to  the  attention  of  those  responsible  for  passing  judgment  on  it. 

In  making  the  accounting  record  it  is  necessary  to  record  facts 
of  opposite  tendencies  in  the  same  account.  For  instance,  in  the 
account  with  Cash  it  is  necessary  to  record  the  cash  received  and 
also  the  cash  paid  so  as  to  be  able  to  offset  the  two  and  obtain  the 
cash  .on  hand.  The  same  is  true  with  reference  to  accounts 
receivable,  for  it  is  necessary  to  record  both  the  oral  promises  re- 
ceived and  the  oral  promises  paid  in  order  to  determine  the  differ- 
ence, or  the  accounts  receivable  unpaid.  Since,  sooner  or  later,  it  is 
necessary  to  record  facts  of  opposite  tendencies  in  all  accounts,  it 
is  necessary  to  divide  the  account  into  two  sections  in  order  to  make 
possible  a  division  of  these  opposing  facts.  These  two  sections, 
which  for  the  present  may  be  called  the  right  section  and  the  left 
section,  may  be  constructed  as  in  Illustration  No.  4. 

Cash 


(1) 

(2)j             (3) 

(4)  J 

(5) 

1 

1020 

1 

1 

1920 

Jaa 

1   Balance 

1 

2,000  00  1 

Jan. 

31 

Accts.  Payable 

3,000 

00 

31  'Accts.  Receiv. 

4,000100  | 

31 |  Selling  Expenses 

500 

00 

31  iCash  Sales 

i 

1,000 

00  1 

31 

Admr.  Expenses 

800 

00 

Illustration  No.  4 — The  Account 


The  use  of  the  columns,  as  indicated  in  the  left  section  of  the 
above  illustration,  is  as  follows : 

(a)  Columns  (l).and  (2)  are  the  date  columns,  the  first  being 
used  for  the  month,  and  the  second  for  the  day  of  the  month.  After 
the  month  is  once  written  it  need  not  be  repeated.  The  year  may 
be  indicated  by  being  written  just  above  the  month. 

(b)  Column  (3)  is  the  explanation  column  where  any  informa- 
tion which  is  thought  desirable  may  be  written.  In  many  cases  this 
column  is  left  blank. 

(c)  Column  (4)  is  called  the  folio  column.  As  will  be  explained 
later,  it  is  customary  to  first  place  the  information  contained  in  the 
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account  in  other  records  and  then  tranfer  it  to  the  account  in  which 
case  the  page  of  the  record  from  which  it  comes  is  placed  in  the  folio 
column.  Sometimes  the  initials  or  symbol  of  the  record  from  which 
it  comes,  as  well  as  the  page,  are  placed  here. 

(d)  Column  (5)  is  the  amount  or  money  column,  the  wider  space 
being  for  dollars  and  the  narrower  space  for  cents. 

The  use  of  the  columns  of  the  right  section  of  the  account  is  iden- 
tical with  the  use  of  those  of  the  left  section  as  explained. 

The  Balance  of  the  Account 

An  inspection  of  the  illustration  given  will  make  apparent  how 
the  account  is  used  to  record  facts  of  opposite  tendencies.  On  the 
left  section  of  the  illustration  a  total  of  $7,000.00  cash  receipts 
is  shown.  On  the  right  section  cash  disbursements,  which  are 
directly  opposite  to  cash  receipts,  are  shown  to  the  amount  of 
$4,300.00.  By  subtracting  the  totals  of  the  two  sides  of  the  account 
a  difference  of  $2,700.00  is  obtained,  representing  the  cash  on  hand. 
This  is  the  amount  which  would  be  placed  on  the  Balance  Sheet 
if  one  were  made  at  this  time. 

From  the  illustration  of  the  Cash  account  on  page  63,  it  can  be 
seen  that  addition  is  indicated  by  placing  the  item  to  be  added  im- 
mediately beneath  the  item  or  items  to  which  it  is  to  be  added,  and 
on  the  same  side  of  the  account.  It  is  desired  to  add  the  $4,000.00, 
received  from  customers  in  payment  of  debts  due  from  them,  and  the  . 
$1,000.00,  received  from  cash  sales,  to  the  balance  on  hand  at  the 
beginning  of  the  month  so  as  to  show  the  total  cash  in  the  possession 
of  the  business  during  the  month.  Consequently  these  two  items 
of  cash  receipts  are  placed  immediately  beneath  the  beginning  bal- 
ance of  $2,000.00.  On  the  other  hand,  the  same  illustration  shows  that 
items  to  be  subtracted  are  placed  on  the  opposite  side  of  the  account 
from  the  item  or  items  from  which  they  are  to  be  deducted.  In  the 
Cash  account,  it  is  desired  to  subtract  the  cash  payments  from  the 
cash  receipts ;  hence  it  will  be  seen  that  the  amounts  paid  to  creditors 
and  the  amounts  for  selling  expenses  and  administrative  expenses 
are  placed  on  the  opposite  side  from  the  cash  receipts.  If  the  student 
will  remember  this  phase  of  the  mechanism  of  the  account  it  will 
assist  him  greatly  in  making  entries  affecting  particular  accounts. 
It  is  necessary  to  remember  this  in  order  to  obtain  the  balance  of 
the  account  explained  in  the  next  paragraph. 

As  previously  stated,  the  account  is  divided  into  two  sections  so 
that  items  pertaining  to  the  same  account,  but  of  opposite  tendencies, 
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may  be  kept  separate  when  recorded  in  it.  If  the  items  recorded  on 
the  two  sides  of  the  account  are  equal  in  amount  the  account  is  said 
to  balance;  i.  e.,  the  items  of  one  side  balance  or  cancel  the  items  on 
the  other.  If,  however,  the  items  on  the  opposite  sides  of  the  account 
are  not  equal,  the  difference  between  the  two  sides  is  called  the 
Balance  of  the  Account.  In  Illustration  No.  4,  the  cash  on  hand,  or 
$2,700.00,  is  the  balance  of  the  Cash  account. 

Meaning  of  Account  Balances 

A  title  for  the  account  should  be  chosen  that  will  indicate  clearly 
the  meaning  of  the  Account  Balance  so  there  will  be  no  difficulty  in 
deciding  as  to  its  treatment  on  the  accounting  reports.  If  the 
student  is  familiar  with  the  name  and  nature  of  the  items  which 
appear  on  the  Balance  Sheet  and  the  Statement  of  Profit  and  Loss,  he 
should  have  no  difficulty  in  interpreting  the  balances  of  the  accounts 
which  are  kept  with  these  items.  For  instance,  cash  appears  on  the 
Balance  Sheet  as  a  current  asset ;  therefore  the  student  will  realize 
at  once  that  the  balance  of  the  Cash  account  is  a  current  asset. 
Accounts  payable  appears  on  the  Balance  Sheet  as  a  current  liabil- 
ity ;  hence  the  balance  of  the  Accounts  Payable  account  is  a  current 
liability.  Selling  expense  appears  on  the  Statement  of  Profit  and 
Loss  as  an  operating  expense;  therefore  the  balance  of  the  Selling 
Expense  account  is  an  operating  expense.  Similarly,  the  same  prin- 
ciple governs  in  reference  to  all  other  accounts — the  meaning  and  the 
nature  of  the  balance  are  dependent  upon  its  treatment  on  the 
accounting  reports. 

In  the  definition  of  the  account,  it  was  stated  that  it  is  a  system- 
atic record  of  information,  which  implies  that  a  uniform  procedure  is 
followed  in  the  construction  of  the  account.  A  part  of  this  uniform 
procedure  is:  when  an  asset  is  received  by  the  business  or  an 
expense  incurred,  its  amount  is  placed  on  the  left  hand  side  of  the 
account  which  indicates  its  nature.  On  the  other  hand,  when  a  lia- 
bility is  incurred  or  an  item  of  income  earned,  the  amount  of  the 
liability  is  placed  on  the  right  side  of  the  account  which  indicates  its 
nature,  and  the  amount  of  the  income  on  the  right  side  of  the  account 
which  indicates  its  source.  Since  proprietorship  is  the  difference 
between  assets  and  liabilities,  and  assets  are  shown  on  the  left  side 
of  the  accounts  and  liabilities  on  the  right  side,  it,  quite  logically,  is 
placed  on  the  right  side  of  the  account  which  is  kept  to  indicate  its 
nature. 

Consequently,  the  balance  of  an  account  which  is  larger  on  the 
left  side  represents  either  an  asset  or  an  expense,  while  the  balance 
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of  an  account  which  is  larger  on  the  right  side  represents  a  liability, 
an  income,  or  a  proprietorship.  As  previously  stated,  if  the 
student  is  familiar  with  the  items  which  appear  on  the  accounting 
reports  he  will  have  no  difficulty  in  interpreting  the  balances  of  the 
accounts  kept  with  these  items. 

The  Ledger  and  Its  Content 

The  accounts  of  a  business  are  arranged  in  a  systematic  order  in 
a  book  called  the  Ledger.  The  ledger  is  usually  a  bound  book,  the 
pages  of  which  are  ruled  as  in  Illustration  No.  4.  It  is  some- 
times defined  as  the  book  of  accounts.  In  it  is  collected,  in  sum- 
marized form  under  appropriate  account  titles,  the  information  neces- 
sary to  make  the  accounting  reports.  There  should  be  an  account 
kept  for  each  item  of  information  which  the  owners  desire  on  the 
reports  from  which  they  obtain  the  information  used  in  the  manage- 
ment of  the  business. 

The  number  of  accounts  kept,  therefore,  will  depend  on  the 
nature  and  amount  of  the  information  desired.  Unnecessary 
accounts  should  not  be  kept,  but  the  function  of  accounting  is  to 
provide  as  much  useful  information  as  possible  and,  since  it  is  usually 
easier  to  combine  statistical  information  than  it  is  to  analyze  it, 
it  is  better  to  have  accounts  which  will  later  be  combined  than 
to  have  accounts  which  must  be  analyzed.  In  the  chapters  im- 
mediately following,  only  a  few  accounts,  such  as  a  simple  business 
like  that  of  James  Madison  would  require,  will  be  discussed.  In 
future  chapters  other  accounts  that  would  be  required  by  a  larger 
and  more  complicated  business  will  be  explained  and  illustrated. 

Relation  of  Debit  and  Credit  to  the  Account 

In  the  foregoing  discussion  it  has  been  explained  that  the  ac- 
count is  divided  into  two  sections  so  that  facts  which  relate  to  the 
same  account  but  which  are  of  opposite  tendencies  may  be  recorded 
therein.  In  accounting  practice  the  left  section  of  the  account  is 
known  as  the  debit  side  and  the  right  section  is  known  as  the  credit 
side. 

It  follows  logically,  then,  that  the  items  entered  on  the  left  side 
of  the  account  are  known  as  debits  and  the  items  entered  on  the 
right  side  of  the  account  are  known  as  credits.  In  the  Cash  account 
given  in  Illustration  No.  4,  the  $4,000.00  received  on  account  from 
customers  and  the  $1,000.00  received  from  cash  sales  are  debits. 
In  the  same  account  the  $3,000.00  paid  to  creditors,  the  $500.00  paid 
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for  selling  expenses,  and  the  $800.00  paid  for  administrative  expenses 
are  credits. 

When  an  item  is  entered  on  the  debit  side  the  account  is  said  to 
be  debited,  and  when  an  item  is  entered  on  the  credit  side  it  is  said 
to  be  credited.  If  the  debits  to  an  account  exceed  the  credits  to  the 
account  it  is  said  to  have  a  debit  balance,  while  if  the  opposite  is 
true,  it  has  a  credit  balance. 

There  has  been  much  discussion  of  the  origin  of  the  terms 
debit  and  credit  and  the  development  of  their  present  use. 
Although  this  has  some  historical  interest,  such  a  discussion  woufd 
be  more  confusing  than  beneficial  to  the  student  at  this  time.  If  he 
understands  their  present  use  with  reference  to  accounts,  as  above 
explained,  it  will  be  sufficient  for  all  practical  purposes. 

Relation  of  the  Business  Transaction  to  the  Account 

The  operations  of  a  business  consist  mainly  in  the  making  of 
business  transactions.  Since  it  is 'the  function  of  the  accounts  to 
record  the  results  of  the  operations  of  the  business,  it  is  necessary 
that  the  relation  of  business  transactions  to  the  accounts  be  con- 
sidered. 

A  business  transaction  may  be  defined  as  an  exchange  of  values. 
As  a  result  of  such  exchanges,  certain  values  are  received  by  the 
business  and  certain  values  are  parted  with  by  the  business.  If 
James  Madison  sells  merchandise  for  cash,  the  value  he  receives  is 
the  money  given  to  him  by  the  customer,  while  the  value  parted 
with  is  the  merchandise  whieh  he  gives  to  the  customer.  If  Madison 
purchases  merchandise  for  cash  an  exactly  opposite  situation  exists, 
for  the  value  he  receives  is  the  merchandise,  while  the  value  he  parts 
with  is  the  money.  If  Madison  pays  a  certain  amount  for  clerk  hire, 
the  value  he  receives  is  the  service  rendered  by  the  clerk,  while  the 
value  parted  with  is  the  money  paid  to  the  clerk.  So  in  the  case  of 
every  transaction  there  is  an  exchange  of  equal  values  and  it  is  the 
function  of  accounting  to  keep  a  proper  record  of  these  values — 
both  those  received  and  those  parted  with. 

In  accounting  the  values  received  are  called  debits  and  are  re- 
corded on  the  debit  side  of  the  account  to  which  they  relate.  The 
values  parted  with  are  called  credits  and  are  recorded  on  the  credit 
side  of  the  account  to  which  they  relate.  It  can  be  seen,  therefore, 
that  every  transaction  affects  at  least  two  accounts,  giving  rise  to 
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a  debit  to  one  and  a  credit  to  the  other.    This  is  illustrated  below. 
If  $500.00  worth  of  merchandise  is  sold  for  cash  during  the 
month  of  January,  the  value  received  is  $500.00  cash,  therefore  the 
Cash  account  will  be  debited  as  follows: 


Cash 


1920 
Jan.    31 


Sales 


500 1 00 


The  value  parted  with  is  the  merchandise.  When  merchandise  is 
sold  it  is  termed  a  sale,  hence  the  Sales  account  will  be  credited  as 
follows : 

Sales 


~7 


1 1920 
I  Jan. 


31 


Cash 


500100 


If  during  the  same  month  $200.00  worth  of  merchandise  is  purchased 
for  cash,  the  effect  on  the  business  is  just  the  reverse.  The  value  re- 
ceived is  the  merchandise.  When  merchandise  is  purchased  it  is 
termed  purchases,  hence  the  Purchases  account  will  be  debited  as 
follows : 

Purchases 


1920 
Jan. 


31 


Cash 


j|      200 


00 


The  value  parted  with  is  the  cash  which  will  be  credited  to  the  Cash 
account.    This  account  will  then  appear  as  follows : 


Cash 


1920 
.Tan. 


31 


Sales 


500  00 


1920 
Jan.    31 


Purchases 


200|00 


If  $70.00  is  paid  to  a  sales  clerk,  the  value  received  is  the  services 
of  the  clerk.  Services  used  in  the  operation  of  a  business  are  termed 
expenses,  and  since  the  services  of  the  clerk  are  used  in  selling  goods 
they  will  be  termed  selling  expenses.  Consequently,  the  account 
with  Selling  Expenses  will  be  debited  as  in  the  illustration  at  the 
top  of  page  69. 
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Selling  Expenses 


1920, 

Jan.  ail  Cash 


ro 


00 


The  value  parted  with  in  this  transaction  is  the  $70.00  cash;  con- 
sequently, the  Cash  account  will  be  credited.  This  account  will  then 
appear  as  follows: 

Cash 


1920 

1920 

Jan. 

31 

Sales 

500 

00 

Jan. 

31 
31 

Purchases 
Selling 
Expenses 

200 
70 

00 
00 

It  will  be  seen  later  that  in  some  transactions  there  may  be  debits 
to  two  or  more  accounts  or  credits  to  two  or  more,  or  in  some 
cases  both.  This  need  not  bother  the  student  at  this  time.  The 
same  principles  govern  the  recording  of  such  transactions  as  those 
which  give  rise  to  but  one  debit  and  one  credit. 

Method  of  Determining  the  Debits  and  Credits  to  Accounts 

Many  attempts  have  been  made  to  give  fixed  rules  for  the  debit- 
ing and  crediting  of  accounts.  As  suggested  above,  the  determina- 
tion of  the  debits  and  credits  resulting  from  a  transaction  neces- 
sitates that  the  transaction  be  analyzed  and  the  value  or  values 
received  by  the  business  and  the  value  or  values  parted  with  by  the 
business  be  ascertained.  After  this  is  done  the  former  are  debited  to 
the  account  to  which  they  pertain  and  the  latter  credited  in  the  same 
manner.  If  it  is  desired  to  express  this  as  a  formula  it  might  be 
stated  as  follows:  debit,  tJte  appropriate  account  for  all  values 
received;  and  credit,  the  appropriate  account  for  all  values  parted 
with.  The  application  and  illustration  of  this  statement  in  reference 
to  particular  accounts  will  be  given  in  the  chapters  immediately 
following. 

Equality  of  Account  Debits  and  Credits 

Since  debits  and  credits  arise  as  a  result  of  business  transactions 
and  since  business  transactions  consist  of  the  exchanging  of  equal 
values,  it  necessarily  follows  that  all  the  debits  recorded  in  the 
accounts  must  equal  all  the  credits  so  recorded.  This  is  what  is 
usually  referred  to  as  the  equality  of  debits  and  credits.  In  the 
analysis  and  recording  of  transactions  the  student  must  always  be 
careful  that  the  debits  recorded  are  equal  to  the  credits  recorded. 
Later,  methods  of  testing  the  equality  of  debits  and  credits  will  be 
explained  and  illustrated. 
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QUESTIONS  FOB  GLASS  DISCUSSION 

1 

D.  C.  Brown  is  contemplating  the  purchase  of  the  Jones  Retail 
Store.  He  requests  you  to  make  a  Balance  Sheet  and  a  Statement 
of  Profit  and  Loss  for  this  store  and  submit  them  to  him  for  his 
consideration.  How  would  you  obtain  the  information  necessary 
to  make  these  two  reports! 

Your  employer  requests  you  to  send  a  statement  at  the  end 
of  each  month  to  each  of  his  customers  showing  the  amount  due. 
How  would  you  proceed  to  prepare  these  statements? 

3 

The  cash  on  hand  January  1st  is  $3,000.00.  How  would  this 
be  shown  in  the  Cash  account! 

4 

During  the  month  of  January  $10,000.00  cash  has  been  received. 

How  would  this  be  shown  in  the  Cash  account!    During  the  same 

month  $9,000.00  cash  has  been  paid.     How  would  this  be  shown 

in  the  Cash  account!  c 

5 

How  would  the  cash  on  hand  be  determined  at  the  end  of  the 

month  ! 

6 

You  take  charge  of  the  books  for  D.  C.  Brown  on  December  1, 
1919.  You  are  given,  in  addition  to  all  the  accounting  records,  the  Bal- 
ance Sheet  and  the  Statement  of  Profit  and  Loss  made  on  December 
31,  1918,  by  a  firm  of  well-known  accountants.  On  December  31. 
1919,  you  desire  to  make  a  Balance  Sheet  and  a  Statement  of  Profit 
and  Loss.  In  inspecting  the  ledger  accounts  you  find  some  with 
such  indefinite  titles  that  you  do  not  know  whether  they  are  current 
or  fixed  assets.  There  are  some  other  accounts  that  you  can  not 
determine  whether  they  are  expenses  or  assets.  How  would  you 
determine  what  the  balances  of  these  accounts  represent! 

7 
James  Smith  owes  the  business  $100.00  on  January  1st.     Dur- 
ing the  month  he  purchases  $300.00  worth  of  merchandise  on  ac- 
count.   How  would  this  additional  amount  which  he  owes  be  shown 
on  the  ledger! 

8 
Explain  and  illustrate  the  meaning  of  the  terms  " debit' '  and 
"credit." 
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9 
The  following  list  of  account  balances  is  taken  from  the  ledger 
of  W.  F.  Hupe: 

1.  Accounts  Receivable $2,000.00 

2.  Selling  Expenses 400.00 

3.  W.  P.  Hupe,  Proprietor 2,800.00 

4.  Purchases 5,000.00 

5.  W.  P.  Hupe,  Personal,  Excess  of  Salary 

Over  Drawings 100.00 

6.  Administrative  Expenses 700.00 

7.  Sales 5,000.00 

8.  Inventory 2,000.00 

9.  Accounts  Payable 2,500.00 

10.  Notes  Receivable 500.00 

11.  Cash 1,200.00 

12.  Notes  Payable 2,300.00 

13.  Delivery  Equipment 900.00 

Explain  which  of  these  are  debit  balances  and  which  are  credit 
balances. 

10 

The  following  transactions  were  performed  by  A.  B.  King,  retail 
merchant: 

1.  Bought  of  Jones  &  Adams,  on  account,  merchan- 

dise, $108.50. 

2.  Bought  of  Haines   Bros.,   for   cash,   merchandise, 

$70.00 

3.  Sold   to  H.  P.   James,    on   account,   merchandise, 

$62.00. 
'  4.  Paid  for  rent  of  store,  $40.00. 

5.  Received  for  cash  sales,  $25.00. 

6.  Paid  O.  P.  Jones,  on  account,  $41.50. 

7.  Received  from  E.  M.  Adams,  to  apply  on  account, 

$28.60. 

8.  Bought  of  National  Equipment  Company,  for  cash, 

furniture  and  fixtures,  $60.00. 

9.  Paid  for  clerk  services,  cash,  $27.50. 

10.  Sold   to   James   Field,    on    account,   merchandise, 

$18.65. 

Name  the  values  received  and  the  values  parted  with  in  each  of 
the  above  transactions. 
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LABORATORY  MATERIAL 

The  purpose  of  the  following  exercises  is  to  develop  the  separa- 
tion of  debit  and  credit  items  in  transactions.  These  exercises  are 
to  be  completed  on  loose  sheets  of  paper  ruled  as  instructed : 

Exercise  No.  31 

The  following  transactions  were  performed  by  J.  0.  Hayes,  re- 
tail clothing  merchant,  during  the  month  of  January : 

1.  Bought  of  King  Bros.,  on  account,  merchandise, 

$225.00. 

2.  Paid  telephone  rent  for  the  month,  $5.00. 

3.  Sold   A.   K.   Meyers,   for  cash,   1   suit  of   clothes, 

$60.00;  1  overcoat,  $50.00. 

4.  Bought  of  Gartmen  &  Wagner,  on  account,  mer- 

chandise, $85.00. 

5.  Sold  J.  T.  Rigg,  on  account,  1  suit  of  clothes,  $44.00. 

6.  Bought  of  James  M.  Madison,  for  cash,  merchan- 

dise, $218.00. 

8.  Sold  James  W.  Baker,  on  account,  1  suit  of  clothes, 

$50.00;  5  shirts  at  $2.50. 

9.  Paid  Gartmen  &  Wagner,  $85.00,  in  full  for  bill 

purchased  on  the  3d. 

10.  Sold     Charles   Peabody,    on    account,    2   suits   of 

clothes,  $100.00 ;  1  pair  of  shoes,  $9.00. 

11.  Bought  of  Hart,  Schaffner  &  Marx,  on  account, 

merchandise,  $236.00. 

12.  Sold  J.  K.  Slack,  on  account,  1  suit  of  clothes, 

$50.00;  1  pair  of  trousers,  $10.00;  4  shirts  at 
$3.00. 

13.  Received  $50.00  from  Charles  Peabody  to  apply  on 

account. 

20.  Received  $85.00  from  L.  S.  Lyon  for  a  cash  sale. 

22.  Sold  Charles  Peabody,  on  account,  6  shirts  at  $3.00 ; 
1  hat,  $6.00. 

24.  Paid  the  City  Coal  Co.  $25.00  for  coal  to  be  used  in 
heating  building. 

27.  Paid  King  Bros.  $225.00,  in  full  of  account. 

29.  Received  $24.00  from  Charles  Peabody,  in  settle- 
ment of  bill  of  the  22nd. 
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Instructions:  Draw  a  line  lengthwise  through  the  center  of  a 
sheet  of  note  paper.  On  the  left  of  the  line  write  the  debit  items, 
and  on  the  right  of  the  line  the  credit  items  involved  in  the  above 
transactions.  Merchandise  purchased  is  recorded  as  "Purchases"; 
merchandise  sold,  as  "  Sales/ '  Indicate  the  receipt  or  issuance  of 
an  oral  promise  by  writing  the  name  of  the  person  from  whom  the 
promise  is  received  or  to  whom  given.  The  payment  of  oral  prom- 
ises will  be  indicated  in  the  same  way.  The  amounts  paid  for  tele- 
phone and  coal  are  recorded  as  "Administrative  Expenses.' '  The 
illustration  below  shows  the  method  of  recording  the  first  three 
transactions : 


Debit  Items 


Credit  Items 


Purchases  $225.00 

Administrative  Expenses  5.00 

Cash    .  110.00 


King  Bros. 

Cash 

Sales 


$225.00 

5.00 

110.00 


Exercise  No.  32 

The  following  transactions  were  performed  by  A.  M.  Taylor, 
retail  grocer,  during  the  month  of  March: 

1.  Bought  of  J.  J.  Andrews,  on  account,  merchan- 

dise, $120.80. 

2.  Bought  of  A.  B.  Lincoln  &  Co.,  on  account,  mer- 

chandise, $284.70. 
3;  Sold  to  A.  R.  Bishop,  for  cash,  merchandise,  $180.00. 
Paid  rent  of  store  for  one  month,  $30.00. 

5.  Sold  to  W.  II.  Spencer,  on  account,  merchandise, 

$30.50. 

6.  Bought  of  W.  E.  Atkins,  on  account,  merchandise, 

$340.70. 

7.  Sold  to   E.  L.   Fairchild,   for  cash,   merchandise, 

$150.70. 

8.  Received  for  cash  sales,  $80.40. 

9.  Sold  to  Harvard  Hotel,  on  account,  merchandise, 

$70.00. 

10.  Bought  of  W.  M.  Oliphant,  on  account,  merchan- 

dise, $210.60. 

11.  Received  $30.50  from  W.  H.  Spencer  on  account. 

13.  Paid  J.  J.  Andrews,  on  account,  $120.80. 
Paid  services  of  clerk,  $15.00. 

14.  Received  for  cash  sales,  $105.60. 

15.  Sold   to   E.   R.   Moses,   on   account,   merchandise, 

$56.40. 
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Instructions:  Record  this  exercise  in  the  same  manner  as 
Exercise  No.  31.  Merchandise  purchased  is  recorded  as  "Pur- 
chases"; merchandise  sold,  as  "Sales";  rent  paid  for  store  as  "Ad- 
ministrative Expense";  services  of  clerk,  as  "Selling  Expense." 
Oral  promises  and  payments  of  oral  promises  are  indicated  by  the 
name  of  the  person. 

i  Exercise  No.  33 

On  a  sheet  of  note  paper  rule  "T"  accounts  to  record  the  trans- 
actions in  Exercise  No.  31.  The  name  of  the  account  is  determined 
from  the  name  given  at  the  left  of  the  amount  in  the  exercise. 
Record  each  transaction  in  regular  order.  Only  the  name  of  the 
account  and  the  amount  are  required  as  shown  in  the  illustration 
->f  the  first  three  entries  below : 


Purchases 


King   Bros. 


$225.00 


Administrative  Expenses 


$225.00 


Cash 


$5.00 


.$5.00 


Cash 


Sales 


$110.00 


$110.00 


Exercise  No.  34 

Open  accounts  with  the  transactions  in  Exercise  No.  32  in  the 
same  manner  as  instructed  in  Exercise  No.  33. 
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CHAPTER  VI 

CONSTRUCTION  AND  INTERPRETATION  OF  PARTICULAR 

ACCOUNTS  ^ 

Information  Desired  with  Reference  to  Accounts 

In  the  preceding  chapter  the  use  of  accounts  as  a  means  of  obtain- 
ing the  information  necessary  to  make  the  accounting  reports  which 
are  needed  in  the  management  of  a  business,  and  the  general  prin- 
ciples governing  the  construction  of  accounts,  have  been  discussed. 
It  has  also  been  explained  how  business  transactions  are  analyzed 
and  the  values  determined  by  this  analysis,  debited  and  credited  to 
their  respective  accounts.  It  is  now  necessary  to  explain  the  appli- 
cation of  these  principles  in  the  construction  and  interpretation  of 
particular  accounts. 

In  order  to  comprehend  the  construction  and  purpose  of  an  ac- 
count it  is  necessary  to  understand : 

1.  The  object  or  purpose  of  the  account;  that  is, 
the  information  which  it  is  desired  to  obtain  from  the 
account. 

2.  The  transactions  which  are  to  be  recorded  in  it,  or 
the  debits  and  credits  which  are  made  to  it. 

3.  What  the  balance  of  the  account  represents  and 
what  disposition  is  made  of  this  balance  on  the  account- 
ing reports. 

The  following  discussion  relates  to  the  essential  information 
with  reference  to  the  different  accounts  which  would  be  needed  in 
a  simple  business  like  that  of  James  Madison,  as  shown  by  his 
Balance  Sheet  and  Statement  of  Profit  and  Loss  given  in  Chapters 
III  and  IV.  Later,  other  accounts  which  are  needed  in  other  types 
of  businesses  will  be  studied  in  the  same  manner. 

Cash  Account 

The  term  Cash,  as  used  in  accounting,  refers  to  money  of  all  de- 
nominations and  to. any  commercial  paper  which  the  bank  accepts 
on  deposit  at  face  value.  The  latter  includes  personal  checks,  bank 
drafts,  cashier's  checks,  post  office  and  express  money  orders,  etc. 
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Such  commercial  papers  will  be  explained  and  illustrated  in  sub- 
sequent chapters-  The  purpose  of  the  Cash  account  is  to  show  the 
cash  received,  the  cash  paid,  and  the  difference,  or  the  cash  on  hand. 
This  account,  therefore,  is  affected  by  every  transaction  which  in- 
volves either  the  receipt  or  payment  of  cash. 

The  debits  and  credits  to  the  Cash  account  are  as  follows : 

Cash 


Dkbit: 

With  cash  received. 

Usually  this  account  is  not  debited 
with"  individual  cash  items,  but  for 
daily,  weekly,  or  monthly  totals. 


Credit: 

With  cash  paid. 

Usually  the  credits  to  this  account 

consist      of      daily,      weekly,      or 

monthly   totals. 


Since  it  is  impossible  to  pay  out  more  cash  than  has  been  received 
and  since  in  a  going  business  there  must  be  some  cash  on  hand,  the 
debit  side  of  this  account  is  always  the  larger.  This  balance  shows 
the  cash  on  hand  which  may  be  in  the  cash  drawer  or  in  the  bank. 
It  is  shown  as  a  current  asset  on  the  Balance  Sheet. 

In  order  to  make  a  proof  of  cash,  the  cash  in  the  bank  is  added  to 
the  cash  in  the  drawer  or  safe  and  the  total  compared  with  the  bal- 
ance of  the  Cash  account  to  see  that  they  agree  exactly.  In  many 
businesses  such  a  proof  is  made  daily  and  in  any  case  should  be 
made  at  frequent  intervals. 

Accounts  with  Debtors 

In  any  business  of  considerable  size  it  is  necessary  to  sell  mer- 
chandise on  account.  In  a  retail  business,  such  as  a  grocery  store, 
goods  are  usually  sold  on  open  account;  that  is,  oral  promises  are 
received  in  payment  for  them.  In  some  cases,  however,  written 
promises  or  notes  are  received  either  in  payment  of  the  merchan- 
dise, or  later  in  payment  of  the  oral  promises  originally  received. 
On  the  Balance  Sheet,  the  written  promises  of  customers  are  shown 
as  Notes  Receivable  and  their  oral  promises  are  shown  as  Accounts 
Receivable.  It  is  necessary,  therefore,  to  have  accounts  from  which 
the  amount  of  each  of  these  items  can  be  obtained. 

Notes  Receivable 

Since  the  written  promises  received  from  customers  are  usually 
not  numerous,  it  is  customary  to  record  all  notes  receivable  in  one 
account.  The  amount  due  from  each  customer  on  notes  can  be  deter- 
mined at  any  time  by  examining  the  notes  on  hand.    The  date  of  pay- 
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ment  or  other  information  desired  about  the  note  can  be  determined 
in  the  same  manner.  It  is  not  necessary,  therefore,  to  have  a  sepa- 
rate account  with  the  notes  due  from  each  customer.  The  purpose 
of  the  Notes  Receivable  account  is  to  show  the  notes  received  from 
others,  the  amount  received  from  them  in  payment,  and  the  balance, 
which  is  the  amount  of  notes  receivable  now  held  by  the  business. 
The  correctness  of  this  amount  can  be  ascertained  by  comparing  it 
with  the  notes  on  hand. 

The  debits  and  credits  to  the  Notes  Receivable  account  are  as 
follows : 

Notes  Receivable 


Debit: 
With  the  face  value  of  all  notes  re- 
ceived in  favor  of  the  business. 


Credit: 

With  the  amount  received  in  pay- 
ment of  notes. 

With  the  face  value  of  any  note 
debited  to  this  account  when  trans- 
ferred by  the  business. 

Since  the  business  will  not  receive  more  in  payment  of  notes  than 
there  is  due,  the  debit  side  of  this  account  is  always  the  larger, 
except  when  the  account  is  in  balance.  The  balance  is  shown  on  the 
Balance  Sheet  as  a  current  asset. 


Accounts  Receivable 

In  a  retail  business  the  oral  promises  received  from  customers 
are  usually  quite  numerous.  Consequently,  unlike  notes  receivable, 
it  is  necessary  to  have  a  separate  account  or  record  with  each  cus- 
tomer. The  keeping  of  the  customer's  accounts  is  usually  the  most 
burdensome  part  of  the  accounting  for  a  retail  business.  In  a  retail 
grocery  store  where  customers  are  making  purchases  almost  every 
day,  it  can  be  seen  readily  that  a  great  amount  of  detail  will  be  in- 
volved in  making  a  proper  record  of  each  customer's  purchases  and 
payments.  Many  attempts  have  been  made  in  the  last  few  years  to 
devise  some  method  which  would  eliminate  some  of  these  details.  Of 
late  there  has  been  a  tendency  among  retailers  to  eliminate  the  indi- 
vidual ledger  account  for  each  customer  and  to  substitute  some  other 
form  of  record.  One  method  is  to  file  a  copy  of  the  "sales  ticket" 
issued  to  the  customer,  but  to  make  no  entry  on  the  ledger  for  the 
amount  due  from  the  individual  customer.  At  the  end  of  the  month 
a  statement  is  sent  to  the  customer  giving  the  amount  due  from  him 
as  shown^by  the  sales  tickets.  When  the  customer  remits,  the  sales 
tickets  for  the  past  month  are  removed  from  the  file.    The  total  of 
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the  tickets  filed  under  the  customer's  name  at  any  time,  therefore, 
shows  the  amount  due  from  him. 

The  above,  as  well  as  other  methods,  are  used  in  making  a  record 
of  transactions  with  customers.  The  purpose  of  the  present  discus- 
sion, however,  is  to  explain  to  the  student  the  principles  involved  in 
the  construction  of  accounts  rather  than  the  practices  of  any  par- 
ticular business.  Consequently,  a  consideration  of  special  methods 
of  recording  accounts  receivable  will  be  postponed  and  for  the  pres- 
ent it  will  be  assumed  that  a  separate  ledger  account  is  kept  with 
each  customer. 

The  purpose  of  an  Accounts  Receivable,  or  " Customer 's"  ac- 
count, is  to  show  the  oral  promises  received  from  a  customer  to  whom 
merchandise  has  been  sold  on  account,  the  amount  paid  by  the  cus- 
tomer in  settlement  of  the  amount  due,  and  the  balance,  which  repre- 
sents the  amount  remaining  unpaid. 

The  debits  and  credits  to  a  Customer's  account  are  as  follows: 

Accounts  Receivable 
(Separate  accounts  with  each  customer) 


Debit: 
With    the    value    of    merchandise    or 
other   property   sold  to  a  customer 
on   account. 


Credit: 

With  cash  received  from  a  customer 
to  apply  on  account. 

With  a  note  or  other  property  re- 
ceived to  apply  on  account. 

Writh  any  allowance  or  deduction 
made  to  a  customer. 


Since  customers  will  not  pay  more  than  they  owe,  except  by 
mistake,  and  the  debit  side  of  a  Customer's  account  shows  the 
amount  due  and  the  credit  side  the  amount  paid,  it  follows  that  the 
debit  side  will  always  be  the  larger,  except  when  the  account  is  in 
balance.  The  sum  of  the  balances  of  all  the  Customers'  accounts 
is  shown  on  the  Balance  Sheet  as  a  current  asset  under  the  heading 
of  Accounts  Receivable. 

Accounts  with  Creditors 

When  a  business  sells  merchandise  on  credit  it  usually  finds  it 
necessary  to  purchase  on  credit,  in  which  case,  it  may  give  either 
its  written  or  its  oral  promises  in  payment  of  the  merchandise  pur- 
chased. The  written  promises  are  shown  on  the  Balance  Sheet  as 
Notes  Payable  and  the  oral  promises  as  Accounts  Payable.  Since 
these  items  are  shown  separately  on  the  Balance  Sheet  it  is  necessary 
to  have  separate  accounts  with  them.  Separate  records  also  facilitate 
the  prompt  payment  of  debts  due  to  creditors. 
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Notes  Payable 

The  notes  issued  by  the  business  in  favor  of  others  are  usually 
not  numerous;  hence  notes  payable,  like  notes  receivable,  are  re- 
corded in  one  account.  As  will  be  explained  later,  there  is  some- 
times another  record  besides  the  ledger  account  kept  with  both 
notes  receivable  and  payable,  but  in  any  case  only  one  ledger  ac- 
count is  kept  with  each. 

The  purpose  of  the  Notes  Payable  account  is  to  show  the  notes 
issued  to  others  by  the  business,  the  amount  paid  in  liquidation  of 
these  notes,  and  the  balance  or  the  notes  still  owed.  This  account  is 
affected  by  all  transactions  which  increase  or  decrease  the  amount 
of  the  notes  of  the  business  outstanding. 

The  debits  and  credits  to  the  Notes  Payable  account  are  as 
follows : 

Notes  Payable 


Debit: 
With  the  amount  paid  in  settlement 
of  notes  owed. 


Credit  : 

With  the  face  value 
by  the  business. 


of  notes  issued 


The  credit  side  of  the  Notes  Payable  account  is  always  the  larger 
except  when  the  account  is  in  balance.  The  balance  is  shown  on  the 
Balance  Sheet  as  a  current  liability. 

Accounts  Payable 

The  accounts  payable  of  a  business  are  usually  not  so  numerous 
as  its  accounts  receivable.  To  make  a  record  of  them,  therefore,  is 
not  so  burdensome  a  task.  Although  in  some  businesses  a  separate 
ledger  account  is  not  kept  with  each  creditor,  for  the  purpose  of  the 
present  discussion  and  illustrations  such  a  practice  may  be  assumed. 

The  purpose  of  an  Accounts  Payable  or  " Creditor's' '  account  is 
to  show  the  oral  promises  issued  by  the  business  to  a  creditor  from 
whom  merchandise  has  been  purchased  on  account,  the  amount  paid 
in  settlement  thereof,  and  the  balance  or  the  amount  still  owed  to 
the  creditor. 

The  debits  and  credits  to  a  Creditor's  account  are  as  follows: 


Accounts  Payable 
(Separate  accounts  with  each  creditor) 


Drarr: 

With  cash  paid  or  notes  issued  to  a 

creditor  to  apply  on  account. 
With  allowances  or  deductions  granted 

by    a    creditor    which    decrease    the 

amount  owed. 


Credit  : 
With  the  value  of  merchandise  pur- 
chased    from    a    creditor    on    ac- 
count. 
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Since  more  will  not  be  paid  to  a  creditor  than  is  owed  to  him, 
except  by  mistake,  the  credit  side  of  this  account  is  always  the  larger. 
The  sum  of  the  balances  of  all  the  creditor's  accounts  is  shown  on 
the  Balance  Sheet  as  a  current  liability  under  the  heading  of  Ac- 
counts Payable. 

Accounts  with  Fixed  Assets* 

In  a  previous  chapter  it  is  stated  that  the  assets  of  a  business 
may  be  divided  into  two  classes :  those  which  are  in  the  form  of  cash 
or  which  will  be  liquidated  in  cash  within  a  relatively  short  time  in 
the  regular  operations  of  the  business;  and  those  which  the  owner 
plans  to  retain  and  not  to  liquidate  because  they  are  neces- 
sary in  the  conduct  of  the  business.  As  previously  explained, 
the  former  are  known  as  current  assets  and  the  latter  are  known  as 
fixed  assets.  The  construction  and  interpretation  of  the  accounts 
with  some  of  the  principal  current  assets,  such  as  cash,  accounts 
receivable,  and  notes  receivable,  have  been  discussed.  It  is  now 
necessary  to  examine  the  construction  of  accounts  with  such  fixed 
assets  as  furniture  and  fixtures,  and  delivery  equipment. 

Furniture  and  Fixtures 

Under  this  heading  is  included  the  property  purchased  for  use 
in  the  office  of  a  business,  such  as  desks,  typewriters,  safes,  filing 
cabinets,  book-cases,  chairs,  tables,  etc.  In  a  small  business,  coun- 
ters, show  cases,  etc.,  may  be  included  under  this  heading,  although 
in  many  cases  a  separate  account  called  Store  Fixtures  is  kept  with 
such  property. 

The  purpose  of  the  Furniture  and  Fixtures  account  is  to  show 
the  cost  of  such  equipment  purchased,  the  cost  of  the  equipment 
disposed  of  or  no  longer  used  in  the  business,  and  the  balance  which 
represents  the  cost  of  the  equipment  employed  in  the  conduct  of 
the  business. 

The  debits  and  credits  to  this  account  are  as  follows: 

Furniture  and  Fixtures 


Debit  : 

With  the  coat  value  of  office  furniture 
and  fixtures  purchased. 


L  kedit  : 

With  the  cost  value  of  office  furniture 
and  fixtures  sold,  exchanged,  de- 
stroyed, or  discarded  which  were 
previously  charged  to  this  account. 


*  The  discu«?ion  of  depreciation  on  fixed  assets  a.nd  the  accounts  necessary 
to  record  such  depreciation  is  postponed  until  Chapter  XVI.  The  reasons  for 
postponing  this  discussion  are  the  same  as  those  given  for  not  discussing 
depreciation  in  connection  with  the  Balance  Sheet  in  Chapter  III. 
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The  balance  of  this  account  shows  the  cost  value  of  the  furniture 
and  fixtures  used  in  the  conduct  of  the  business  and  is  shown  as  a 
fixed  asset  on  the  Balance  Sheet. 

Delivery  Equipment 

The  purpose  of  the  account  with  Delivery  Equipment  is  to  show 
the  cost  of  property  purchased  for  use  in  delivering  goods.  This 
includes  cost  of  teams,  wagons,  harness,  automobiles,  or  any  other 
conveyances  that  may  be  used  by  the  business  in  delivering  goods 
to  customers.  Cost  of  repairs  to  delivery  equipment  must  not  be 
charged  to  this  account,  but  to  the  Delivery  Expense  account. 

The  debits  and  credits  to  the  Delivery  Equipment  account  are 
as  follows: 

Delivery  Equipment 


Debit  : 

With  cost  value  of  property  pur- 
chased for  use  in  delivering  goods 
to    customers. 


Credit  : 

With  the  cost  value  of  any  property 
sold  or  discarded  which  has  previ- 
ously been  charged  to  this  account. 


The  balance  of  this  account  shows  the  cost  value  of  the  delivery 
equipment  used  in  the  conduct  of  the  business,  and  is  shown  as  a 
fixed  asset  on  the  Balance  Sheet. 

Accounts  with  the  Proprietor 

As  previously  explained,  the  difference  between  the  total  assets 
invested  in  the  business  and  the  total  liabilities  of  the  business 
represents  the  proprietorship  or  the  owner's  investment  in  the  busi- 
ness. An  account  is  kept  with  the  proprietor  to  show  his  original 
investment,  any  additions  thereto,  and  any  withdrawals  therefrom. 
In  addition  to  the  above,  at  the  end  of  the  fiscal  period  the  net  profit 
or  loss  for  the  period  is  carried  to  the  Proprietor's  account  which 
then  shows  his  entire  financial  interest  in  the  business. 

The  debits  and  credits  to  this  account  are  as  follows : 


Proprietor's  Capital  Account 


Debit  : 

With  debts  owed  at  the  beginning  of 

the  business  if  they  are  assumed  by 

the   business. 
With  withdrawals  of  investment. 
With  the  net  loss  of  the  fiscal  period. 


Credit  : 

With  the  original  investment  of  the 

proprietor. 
With  additional  investments. 
With    the    net    profit    of    the    fiscal 

period. 


The  balance  of  this  account,  if  a  credit,  shows  the  net  worth  of 
the  owner;  if  a  debit,  it  shows  his  net  insolvency.     It  is  shown 
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on  the  Balance  Sheet  as  an  addition  to  the  liabilities  of  the  business, 
the  liabilities  and  proprietorship  equaling  at  all  times  the  total 


In  addition  to  the  Proprietor's  Capital  account  it  is  usually 
necessary  to  keep  a  Proprietor's  Personal  account.  The  purpose  of 
this  account  is  to  keep  a  record  of  the  amounts  which  the  owner 
has  withdrawn  during  the  year  in  anticipation  of  profits  or  against 
his  salary  allowance.  It  should  not  include  withdrawals  which  are 
intended  as  withdrawals  of  the  original  investment,  for  these  items 
are  shown  in  the  Proprietor's  Capital  account.  If  the  proprietor 
desires  to  show  his  estimated  salary  on  the  books,  it  is  debited  to 
Administrative  Expense  and  credited  to  this  account. 

The  debits  and  credits  to  this  account  are  as  follows: 

Proprietor's  Personal  Account 


Debit: 

With  amounts   drawn   against  antici- 
pated profits  or  salary  allowance. 


Credit  : 

With  monthly  salary  allowance. 


The  balance  of  this  account  should  be  treated  as  an  addition  or 
subtraction  to  the  amount  of  the  Proprietor's  Capital  account  on  the 
Balance  Sheet ;  if  a  debit  balance,  it  is  a  deduction  from  capital,  and 
if  a  credit  balance,  an  addition  to  capital. 
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QUESTIONS  FOB  CLASS  DISCUSSION 

1 
At  the  end  of  the  month  you  desire  to  prove  the  correctness  of 
the  balance  of  the  Cash  account.    How  would  you  proceed  to  make 
this  proof! 

2 
James  Randolph  keeps  a  separate  ledger  account  with  each  cus- 
tomer.   Henry  James  has  made  the  following  purchases  during  the 
month  of  January: 

Jan.  1 $10.00 

4 14.00 

8 6.00 

15 4.00 

25 13.00 

On  January  31st  James  pays  $20.00  in  cash  to  apply  on  account. 
How  would  the  above  items  be  shown  in  James'  account? 

3 
On  March  1st  R.  K.  Adams  owes  the  business  $80.00.    In  response 
to  a  request  for  payment  he  sends  the  business  $30.00  in  cash  and 
his  thirty-day  note  for  $50.00.    What  ledger  entries  would  be  made 
on  receipt  of  the  cash  and  note  from  Adams  f 

4 

In  your  ledger,  the  account  of  A.  C.  Johnson  appears  as  follows: 

A.   C.  Johnson 


Jan.       1  $120.00    |  Jan.     30  $120.00 

Is  Mr.  Johnson  a  customer  or  a  creditor! 

5 
Your  employer  asks  you  for  a  statement  showing  the  amount 
due  creditors  for  merchandise  purchased  on  account.     How  would 
you  obtain  the  information  necessary  to  make  this  statement? 

6 
Which  would  usually  be  the  more   difficult,   to   determine  the 
amount  due  creditors  or  the  amount  due  from  customers?     Why! 
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7 
The  business  gives  a  note  to  James  Mandell  to  apply  on  account. 
How  would  this  transaction  be  shown  in  the  accounts? 

8 
R.  A.  Hardin  purchases  for  cash  delivery  equipment  valued  at 
$500.00.    What  entries  would  be  made! 

9 
James  Arnold,  a  retail  merchant,  makes  an  additional  invest- 
ment of  $800.00.    What  entries  would  be  made? 

10 
The  proprietor  withdraws  for  his  personal  use  $50.00  in  cash. 
How  would  this  be  entered  in  the  accounts! 
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LABORATORY  MATERIAL 

The  purpose  of  the  following  exercises  is  to  develop  the  entries 
for  transactions  affecting  the  Asset  and  Liability  accounts  discussed 
in  this  chapter.  These  exercises  are  to  be  prepared  on  paper  ruled 
similar  to  Illustration  No.  4. 

Exercise  No.  35 

On  March  1st,  you  are  employed  by  A.  C.  Hodge,  retail  mer- 
chant, as  bookkeeper.  Mr.  Hodge  has  previously  had  no  complete 
system  of  records,  so  you  find  it  necessary  to  open  up  accounts  and 
start  new  records  for  him.  With  his  aid  you  determine  the  amount 
of  his  assets  and  liabilities  and  prepare  a  Balance  Sheet,  which  is 
as  follows: 


Cash 

Notes  Receivable  .    . 
Accounts  Receivable  . 
Merchandise  Inventory 
Office  Furniture     .    . 


Total  Assets    . 
Notes  Payable    . 
Accounts  Payable  .     . 

Total  Liabilities 
Proprietorship 


$   500.00 

50.00 

2,550.00 

2,000.00 

300.00 

400.00 
2,600.00 


$5,400.00 


3,000.00 
$2,400.00 


On  ledger  paper  open  the  accounts  necessary  to  record  the  assets, 
liabilities,  and  proprietorship  of  Hodge  as  of  March  1st.  Allow  eight 
lines  for  et^ch  account.  Show  accounts  receivable  and  payable  in 
single  accounts. 

Exercise  No.  36 

During  the  month  of  March,  Hodge  performed,  among  others,  the 
following  transactions : 

1.  Purchased  for  cash,  furniture  and  fixtures,  $200.00. 

2.  Received  cash  from  customers  to  apply  on  account, 

$200.00. 

3.  Paid  creditors  to  apply  on  account,  $100.00. 

6.  Received  a  note  from  a  customer  in  payment  of 
amount  due,  $50.00. 
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10.  Received  from  a  customer  in  payment  of  a  note, 

$25.00. 
14.  Withdrew  for  private  use,  $40.00. 
17.  Purchased  for  cash  a  desk  for  use  of  bookkeeper, 

$15.00. 
20.  Received  from  customers  in  payment  of  account, 

$200.00. 
22.  Paid  a  note  due  this  day,  $40.00. 
24.  Made  an  additional  cash  investment  of  $400.00. 
26.  Paid  creditors  to  apply  on  account,  $150.00. 

Instructions:  Make  the  entries  necessary  to  record  the  above 
transactions  on  the  ledger  accounts  which  you  prepared  for  Exer- 
cise No.  35. 

Exercise  No.  37 

The  following  are  a  part  of  the  transactions  performed  by  D.  C. 
McMillan  during  the  first  six  months  of  1919 : 

January  1st  D.  C.  McMillan  invested  the  following  property  in 
the  retail  grocery  business :  cash,  $1,000.00 ;  merchandise,  $1,250.00 ; 
note  due  from  M.  H.  Wells,  $250.00 ;  due  from  R.  H.  Mays,  $225.00, 
and  Robert  Simpson,  $350.00.  He  owed  the  bank  a  note  for  $500.00 
due  April  2nd,  and  Roberts  Bros,  an  account  of  $250.00. 

Feb.  15.  Withdrew  cash  for  personal  use,  $25.00. 

Mar.  10.  Received  from  R.  IT.  Mays,  $112.50  to  apply  on 

account. 
April  2.  Paid  $250.00  cash,  on  account,  of  the  note  due  at 

the  bank  and  renewed  the  balance  for  six 

months. 
May  1 5.  Paid  Roberts  Bros.  $100.00  to  apply  on  account. 
June    1.  Withdrew  $200.00  for  personal  use. 

15.  Received  $112.50  from  R.  H.  Mays  in  full  of 

account. 
30.  Received  $250.00  from  M.  H.  Wells  in  payment 

of  note. 

Instructions:  Open  accounts  required  in  each  transaction  and 
record  the  amount  on  the  proper  side  under  the  dates  given,  in 
regular  order.  Allow  six  lines  for  each  account.  When  the  two 
sides  of  an  account  are  equal,  indicate  this  by  drawing  a  single  red 
line  on  each  side  under  the  amounts  only. 
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Exercise  No.  38 

The  following  are  a  part  of  the  transactions  which  the  book- 
keeper for  F.  B.  Moore  was  required  to  record  during  July,  August 
and  September: 

July  1st  P.  B.  Moore  began  the  contracting  business  with  the 
following  assets  and  liabilities:  cash,  $3,000.00;  note  due  him  for 
$400.00;  furniture  and  fixtures  valued  at  $500.00;  an  account  due 
from  Puller  Construction  Co.  for  $5,000.00;  tools  and  equipment 
valued  at  $2,000.00  (this  will  be  entered  in  an  account  designated 
as  Tools  and  Equipment ;  it  is  of  the  same  nature  as  the  Furniture 
and  Fixtures  account).  He  owes  the  First  National  Bank  a  note 
for  $4,000.00  due  August  1st,  and  R.  L.  Kennedy  &  Son  $1,500.00  on 
account. 

July  10.  Paid  R.  L.  Kennedy  &  Son  $500.00  on  account. 
20.  Purchased    furniture    and    fixtures    for    cash, 
$100.00. 
Aug.    1.  Paid  the  bank  $2,000.00  on  account  of  note. 

10.  Received  $2,000.00  from  the  Fuller  Construction 
Co.  to  apply  on  account. 
Sept.    1.  Received  $200.00  on  account  of  note. 

15.  Purchased  tools  and  equipment  for  $1,000.00. 

Instructions:  Record  in  the  same  manner  as  Exercise  No.  37. 
Allow  ten  lines  for  the  Proprietor's  account  and  five  lines  for  each 
of  the  other  accounts. 

Exercise  No.  39 

The  following  are  a  part  of  the  transactions  which  the  book- 
keeper  for  O.  T.  Johnson  was  required  to  record  during  January, 
February  and  March,  1920: 

January  1st  O.  T.  Johnson  began  the  retail  dry  goods  business 
with  the  following  assets  and  liabilities:  cash,  $2,500.00;  merchan- 
dise, $1,850.00;  note  due  February  1st,  $350.00;  note  due  March  1st, 
$425.00;  accounts  receivable,  II.  B.  Boyles,  $75.00,  C.  C.  Ruggles, 
$150.00,  A.  R.  Ross,  $175.00;  delivery  equipment,  consisting  of  an 
automobile  valued  at  $800.00  and  wagon  valued  at  $200.00;  office 
equipment,  consisting  of  safe  valued  at  $100.00,  typewriter  valued 
at  $75.00,  desk  valued  at  $35.00,  and  chairs  valued  at  $15.00.  He 
owes  A.  F.  Doyle  $175.00,  O.  C.  Gard  $200.00,  and  First  National 
Bank  a  note  of  $1,000.00. 

Jan.  15.  Withdrew  for  personal  use,  $200.00. 

20.  Paid  A.  F.  Doyle  $120.00  to  apply  on  account./^ 
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Feb.     1.  Received  $350.00  for  note  due  today. 
5.  Withdrew  $100.00  for  personal  use. 

15.  Received   $175.00  from   A.   R.   Ross   in  full   of 

account. 
27.  Paid  O.  C.  Gard  $100.00  to  apply  on  account. 
Mar.  15.  Paid  the  First  National  Bank  $500.00,  cash,  and 
gave  them  a  note  due  in  60  days  for  $500.00 
in  settlement  for  $1,000.00  note  due  today. 

16.  Paid  cash  for  a  new  desk,  $50.00. 

20.  Paid   cash   for   a   new   wagon,   $200.00;   horse, 

$150.00 ;  harness,  $50.00. 
24.  Withdrew  $100.00  for  personal  use. 

Instructions:  Follow  instructions  given  under  Exercise  No.  37. 
Allow  ten  lines  for  the  Proprietor's  account  and  the  Cash  account, 
and  six  lines  for  each  of  the  other  accounts. 

Exercise  No.  40 

January  1,  1920,  the  accounts  on  the  ledger  of  O.  H.  Whittle 
are  as  follows:  cash,  debit  balance,  $2,000.00;  delivery  equip 
ment,  debit  balance,  $500.00;  T.  B.  Bridges,  debit  balance,  $400.00, 
J.  W.  Nixon,  debit  balance,  $600.00 ;  notes  receivable,  debit  balance, 
$800.00;  notes  payable,  credit  balance,  $1,000.00;  Johnson  Bros., 
credit  balance,  $1,300.00;  O.  H.  Whittle,  Proprietor,  credit  balance, 
$2,000.00. 

Jan.     5.  Gave  $500.00  cash  in  payment  of  the  note  due 
today. 
10.  Received  cash  from  T.  B.  Bridges  for  $200.00 
and  a  note  for  $200.00  in  full  of  account. 

15.  Gave  Johnson  Bros.,  cash,  $300.00,  and  note  for 

$100.00  to  apply  on  account. 

16.  O.  H.  Whittle  withdrew  cash  $200.00  for  personal 

use. 
22.  Received  $300.00  cash  from  J.  W.  Nixon  to  apply 

on  account. 
29.  Borrowed  $500.00  from  the  bank  on  note  due  in 

30  days. 

Instructions:  Record  in  the  same  manner  as  Exercise  No.  37. 
Allow  six  lines  for  each  account. 
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0 

CONSTRUCTION  AND  INTERPRETATION  OF  PARTICULAR 
ACCOUNTS— Continued 

Accounts  with  Merchandise 

Merchandise  is  a  general  terra  applied  to  goods  bought  and 
sold,  such  as  groceries,  dry  goods,  hardware,  etc.  In  account- 
ing, merchandise  bought  is  termed  Purchases,  merchandise  sold  is 
termed  Sales,  and  the  merchandise  on  hand  at  the  beginning 
or  end  of  a  fiscal  period  is  termed  Merchandise  Inventory.  It  is 
from  the  purchase  and  sale  of  merchandise  that  the  owner  of  a 
mercantile  business  expects  to  derive  his  profit,  and  the  majority 
of  the  current  transactions  which  such  a  business  performs  pertain 
to  purchases  and  sales. 

By  referring  to  the  Statement  of  Profit  and  Loss  given  in 
Chapter  IV,  it  will  be  seen  that  sales,  purchases,  and  inventory  are 
shown  as  separate  items;  therefore  there  must  be  some  means  by 
which  the  amount  of  these  can  be  obtained  at  the  end  of  the  fiscal 
period.  The  amount  of  the  purchases  and  sales  for  the  period  are 
obtained  from  the  ledger  accounts  which  are  kept  for  the  purpose 
of  making  a  record  of  them.  The  inventory  of  merchandise  is 
obtained  usually  by  making  a  physical  count  of  the  goods  in  stock, 
and  determining  their  value  at  cost  price.  At  the  end  of  the  fiscal 
period,  after  the  amount  of  the  inventory  is  determined  as  stated 
above,  it  is  customary  to  open  an  account  to  record  the  amount.  The 
present  discussion  will  be  confined  to  a  consideration  of  the  accounts 
with  Purchases,  Sales,  and  Inventory.  In  subsequent  chapters  the 
use  of  other  accounts  to  provide  more  detailed  information  with 
reference  to  merchandise  will  be  discussed. 

The  Purchases  Account 

The  object  of  the  Purchases  account  is  to  show  the  cost  of  goods 
purchased.  Only  purchases  of  goods  intended  for  resale  are 
recorded  in  this  account.  Purchases  of  fixed  assets  or  of  miscel- 
laneous supplies,  such  as  pens,  paper  clips,  etc.,  must  be  recorded  in 
separate  accounts. 
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The  debits  and  credits  to  the  Purchases  account  are  as  follows: 

Purchases 


Debit  : 

With  the  invoice  cost  of  merchandise 

purchased. 
With  the  amounts  paid  for  freight  and 

dray  age  on  merchandise  purchased, 

if  a  separate   account   is    not  kept 

with  these  items. 


Credit: 
Allowances  and  deductions  are  some- 
times credited  to  this  account,  but 
where  such  items  occur,  it  is  bet- 
ter to  have  separate  accounts  for 
them  as  will  be  explained  later. 


The  balance  of  this  account  shows  the  cost  of  goods  purchased 
and  is  shown  on  the  Statement  of  Profit  and  Loss  as  an  item  of  cost 
of  goods  sold. 

The  Sales  Account 

The  purpose  of  the  Sales  account  is  to  show  the  amount  of  the 
merchandise  sold. 

The  debits  and  credits  to  this  account  are  as  follows : 

Sales 


Debit:  . 
Allowances  and  deductions  are  some- 
times debited  to  this  account,  but 
where  such  items  occur,  it  is  bet- 
ter to  have  separate  accounts  for 
them  as  will  be  explained  later. 


Credit: 

With  the  selling  price  of  merchandise 
sold. 


The  balance  of  this  account  shows  the  net  amount  of  sales  made 
during  the  fiscal  period  and  is  shown  as  the  principal  item  of  income 
on  the  Statement  of  Profit  and  Loss. 

The  Inventory  Account 

Entries  are  made  in  the  Inventory  account  only  at  the  end  of 
the  fiscal  period.  Its  construction  and  use  can  be  explained  better, 
therefore,  in  connection  with  the  discussion  of  the  summary  of  opera- 
tions at  the  end  of  the  fiscal  period ;  hence  a  discussion  of  this  ac- 
count will  be  postponed  until  Chapter  IX.  The  Statement  of  Profit 
and  Loss  of  James  Madison,  however,  shows  that  he  had  an  inven- 
tory at  the  beginning  of  the  month  of  $1,000.00,  which  would  be  in 
his  ledger  at  the  close  of  the  month.  Since  it  is  the  purpose  of  the 
illustration  given  at  the  end  of  this  chapter  to  show  all  the  accounts 
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appearing  in  the  ledger  of  James  Madison  on  December  31st,  it  may 
be  explained  that  his  Inventory  account  will  appear  as  follows : 

Inventory 


192 
Dec. 


1,000, 


00 


Accounts  with  Expenses 

It  is  inevitable  that  certain  expenses  will  be  incurred  in  the 
operation  of  a  business  and  as  explained  in  the  discussion  of  the 
Statement  of  Profit  and  Loss,  it  is  desirable  to  divide  these  into  at 
least  two  groups  known  as  Selling  Expenses  and  Administrative 
Expenses.  If  expenses  are  to  be  thus  subdivided  on  the  Statement 
of  Profit  and  Loss,#  it  follows  logically  that  there  must  be  two 
accounts  kept  with  expenses  in  order  to  provide  the  information 
necessary  to  make  the  Statement  of  Profit  and  Loss. 

Belling  Expenses 

The  purpose  of  the  Selling  Expenses  account  is  to  show  the 
amount  of  the  expenses  incurred  which  are  directly  related  to  the 
selling  of  the  goods  of  the  business.  The  nature  of  such  expenses 
has  been  explained  and  illustrated  in  the  discussion  of  the  Statement 
of  Profit  and  Loss. 

The  debits  and  credits  to  this  account  are  as  follows : 

Selling  Expenses 


Debit: 

.  With  expenses  incurred  directly  in 
connection  with  the  sale  of  mer- 
chandise, such  as  wages  of  clerks, 
delivery  service,  advertising,  etc. 


Credit: 
With     any     allowances     or    returns 
which  decrease  the  amount  debited 
to  this  account. 


The  balance  of  this  account  shows  the  total  selling  expenses  for 
the  period  and  is  shown  as  an  operating  expense  on  the  Statement 
of  Profit  and  Loss. 


Administrative  Expenses 

The  purpose  of  the  Administrative  Expenses  account  is  to  show 
the  cost  of  administration  or  management  of  the  business.  Under 
this  heading  will  be  included  the  salaries  of  the  owner,  office 
employees  and  bookkeeper,  the  cost  of  stationery,  postage,  etc. 
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The  debits  and  credits  to  this  account  are  as  follows : 
Administrative  Expenses 


Debit: 

With  all  the  operating  expenses  of  the 
business  not  carried   in   special   ac- 
counts. 

Credit: 
With     any     allowances     or    returns 
which  decrease  the  amount  debited 
to   this  account. 

The  balance  of  this  account  is  an  operating  expense  and  it  is  so 
shown  on  the  Statement  of  Profit  and  Loss. 


Illustration  of  the  Ledger 

In  the  present  and  the  preceding  chapters  various  accounts 
have  been  discussed.  The  accounts  given  are  those  necessary 
to  record  the  information  which  would  form  the  basis  of  the 
Balance  Sheet  and  the  Statement  of  Profit  and  Loss  discussed  in 
Chapters  III  and  IV.  In  other  words,  if  James  Madison  desires  to 
have  a  Balance  Sheet  and  a  Statement  of  Profit  and  Loss,  such  as 
are  illustrated  in  Chapters  III  and  IV,  he  must  maintain  the 
accounts  discussed  in  the  last  two  chapters  to  record  the  information 
which  appears  on  these  reports. 

As  previously  explained,  the  accounts  are  kept  in  a  book  called 
the  Ledger.  In  order  that  the  student  may  see  how  these  various 
accounts  would  appear  in  the  ledger  and  in  order  to  illustrate  the 
method  of  making  entries  in  them,  a  few  simple  transactions  may 
be  taken.  It  is  not  practicable  to  take  sufficient  transactions  to 
represent  the  complete  operations  of  even  a  small  business,  but 
the  following  are  representative  of  the  kind  of  transactions  which 
might  be  performed  by  a  retail  store : 

Dec.  1.  James  Madison  invested  $940.00  in  cash  and  $1,000.00  in 
merchandise  in  a  retail  business. 

Paid  $100.00  for  one  month  's  rent  of  the  store  and  equip- 
ment of  A.  P.  Monroe,  who  is  discontinuing  his  busi- 
ness. 

Purchased  coal  for  fuel  for  the  month,  $36.73. 

2.  Purchased  on  account,  from  M.  L.  Rose,  merchandise, 

$240.00. 

3.  Sold  to  the  following  customers  on  account: 

L.  S.  Lyon,  $29.18. 
A.  C.  Hodge,  $38.76. 
N.  W.  Barnes,  $42.50. 
E.  R.  Lambert,  $79.46. 
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Dec.  6.  Purchased  for  cash,  from  A.  L.  Anderson  &  Co.,  mer- 
chandise, $150.00. 

8.  Paid  clerk  for  one  week's  service,  $25.00. 

9.  Sold  to  the  following  customers  on  account : 

L.  S.  Lyon,  $18.63. 
A.  C.  Hodge,  $17.50. 
J.  H.  Bishop,  $91.60. 
13.  Sold  merchandise  to  J.  H.  Bishop,  on  account,  $27.92. 

15.  Received  from  customers  to  apply  on  account: 

L.  S.  Lyon,  $22.50. 
A.  C.  Hodge,  $36.86. 

16.  Paid  clerk  for  one  week's  service,  $25.00. 

17.  Purchased  on  account,  from  G.  B.  Brown  &  Co.,  mer- 

chandise, $465.00. 
20.  Purchased  on  account,  from  G.  B.  Brown  &  Co.,  $360.85. 

23.  Paid  clerk  for  one  week's  service,  $25.00. 

24.  Purchased  for  cash  from  King  Wholesale  Co.,  merchan- 

dise, $360.00. 

25.  Withdrew  for  personal  use,  $50.00. 

Paid  G.  B.  Brown  &  Co.  $300.00  to  apply  on  account. 
27.  Sold  to  the  following  customers  on  account : 
L.  S.  Lyon,  $22.50. 
A.  C.  Hodge,  $36.86. 
E.  R.  Lambert,  $17.45. 
J.  H.  Bishop,  $64.56. 
N.  W.  Barnes,  $56.45. 

29.  Paid  for  advertising  in  a  local  newspaper,  $30.00. 

30.  Received  a  thirty-day  note  for  $27.92  from  J.  H.  Bishop 

in  payment  of  merchandise  purchased  December  13th. 
Gave  thirty-day  note  for  $60.85  to  G.  B.  Brown  &  Co., 
in  payment  of  balance  due  on  merchandise  purchased 
December  20th. 

31.  Received  for  sundry  cash  sales  to  date,  $1,018.37. 
Paid  clerk  for  one  week's  services,  $35.00. 
Purchased  store  furniture  and  fixtures  for  cash,  $220.00. 
Purchased  delivery  equipment  for  cash,  $400.00. 

Paid    the    following    expenses    for    the    month:     light, 
$5.00;  telephone,  $3.00;  water,  $1.00;  total,  $9.00. 

When  the  entries  for  these  transactions  are  made  in  the  accounts, 
the  ledger  of  James  Madison  will  appear  as  in  Illustration  No.  5, 
pages  94,  95,  96  and  97. 
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Illustration  No.  5 — The  Ledger — Continued 
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Illustration  No.  5 — The  Ledger — Concluded 

Accounts  Receivable  and  Accounts  Payable 

In  the  above  illustration  of  the  ledger  only  five  customers' 
accounts  and  only  two  creditors'  accounts  are  given.  It  is 
obvious  that  numerous  customers  owe  Madison  and  that  con- 
sequently he  would  have  numerous  accounts  with  customers.  For 
the  sake  of  brevity,  however,  only  five  are  given  here  by  way  of 
illustration.  It  would  serve  no  purpose  to  illustrate  the  various 
personal  accounts  which  Madison  might  have.  The  few  given  are 
typical  of  them  all.  The  same  is  true  of  the  accounts  with  creditors. 
The  few  given  suffice  to  illustrate  their  nature. 

Relation  of  the  Ledger  to  the  Balance  Sheet  and  the  Statement  of 
Profit  and  Loss. 

With  the  exception  of  the  merchandise  inventory,  the  ledger 
given  in  Illustration  No.  5  provides  the  information  necessary  to 
prepare  the  Balance  Sheet  given  in  Chapter  III  and  the  Statement 
of  Profit?  and  Loss  given  in  Chapter  IV.    If  a  comparison  is  made  of 
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each  item  shown  on  the  Balance  Sheet  and  the  Statement  of  Profit 
and  Loss  with  the  balance  of  the  account  kept  with  this  item,  it  will 
be  seen  that  they  are  the  same  with  the  exception  of  the  inventory. 
The  difference  in  the  amount  of  the  inventory  in  the  two  cases  is 
due  to  the  fact  that  the  ledger  shows  the  value  of  the  inventory  on 
December  1st  and  the  Balance  Sheet  shows  the  value  of  the  inventory 
on  December  31st.  The  method  of  adjusting  this  difference  is  ex- 
plained in  Chapter  IX.  The  student  should  see  clearly  the  relation 
between  the  accounts  and  the  accounting  reports  and  should  realize 
the  necessity  of  the  former  if  the  latter  are  to  be  prepared  properly. 

Arrangement  of  Accounts  in  the  Ledger 

By  referring  to  the  illustration  of  the  ledger  of  James  Madison, 
it  will  be  seen  that  the  accounts  are  arranged  in  the  same  order  in 
which  they  appear  on  the  Balance  Sheet  and  the  Statement  of  Profit 
and  Loss.  On  the  Balance  Sheet  the  items  are  listed  as  follows:  cur- 
rent assets,  fixed  assets,  current  liabilities,  proprietorship.  In  the 
ledger  the  accounts  are  arranged  in  the  same  order.  On  the  State- 
ment of  Profit  and  Loss  the  items  are  as  follows :  sales,  cost  of  goods 
sold,  expenses.  In  the  ledger  the  accounts  necessary  to  obtain  the 
amount  of  each  of  these  items  are  arranged  accordingly. 

The  accounts  in  the  ledger  should  always  be  arranged  in  the 
same  order  in  which  they  appear  on  the  Balance  Sheet  and  the  State- 
ment of  Profit  and  Loss.  This  arrangement  facilitates  the  making 
of  the  reports  and  the  later  comparison  of  the  reports  with  the 
accounts. 

Summary 

In  Chapter  V  it  has  been  explained  that  the  primary  function 
of  the  account  is  to  provide  a  classified  and  summarized  rec- 
ord of  the  information  which  the  owner  needs  in  the  management 
of  his  business.  Since  he  needs  information  of  various  kinds  it  is 
necessary  to  have  various  accounts  in  order  to  obtain  this  informa- 
tion. In  the  preceding  discussion  the  construction  and  interpreta- 
tion of  the  particular  accounts  which  are  needed  in  a  retail  mercan- 
tile business  have  been  discussed.  Although  these  accounts  have 
been  discussed  with  particular  reference  to  their  use  in  a  retail 
mercantile  business,  the  same  principles  would  govern  their  use  in 
other  lines  of  business,  for  they  are  accounts  which  are  common 
with  a  few  exceptions  to  all  businesses.  If  the  student-  understands 
the  principles  governing  the  use  and  construction  of  these  accounts 
he  will  have  little  difficulty  in  applying  these  same  principles  to  the 
accounts  which  will  be  discussed  in  subsequent  chapters. 
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QUESTIONS  FOB  CLASS  DISCUSSION 

1 

On  January  1st,  James  Arnold  had  $3,000.00  worth  of  merchan- 
dise on  hand.  During  the  month  he  purchased  $6,000.00  worth  of 
merchandise  and  sold  $7,000.00.  How  wTould  these  facts  be  recorded 
in  the  ledger  accounts? 

2 

If,  on  January  31st,  Arnold  desires  to  know  the  gross  profit  made 
from  the  sale  of  merchandise  during  the  month,  what  information 
in  addition  to  that  given  in  the  preceding  question  must  he  have? 
How  would  this  be  obtained  ? 

3 

A.  B.  Hill,  retail  merchant,  purchases  at  one  time  $500.00  worth  of 
goods  intended  for  resale,  a  desk  for  use  in  his  office  for  $50.00, 
and  some  stationery,  pens  and  paper  clips  for  $5.00.  How  would 
these  items  be  recorded  in  his  accounts  ? 

4 

Mr.  Hill  sells  one-half  of  the  goods  which  he  purchased,  and 
sells  his  old  desk,  which  has  been  replaced  by  the  new  one.  Both 
sales  are  for  cash.  How  would  he  record  these  transactions  in  his 
accounts  ? 

5 

Explain  and  illustrate  how  the  operating  expenses  of  a  mer- 
cantile business  may  be  classified. 

6 
W.  D.  Wolfe  makes  the  following  cash  payments : 

1.  Wages  of  Sales  Clerk $25.00 

2.  Stationery  and  Postage 3.50 

3.  Wages  of  Bookkeeper 24.00 

4.  Advertising  in  Local  Paper 3.70 

5.  -Wages  of  Delivery   Clerk 18.00 

6.  Rent  of  Store 40.00 

Explain  what  accounts  would  be  debited  for  each  of  the  above 
items. 


Digitized  by 


Googk 


100  Bookkeeping  and  Accounting 

7 

Explain  how  the  balance  of  each  of  the  following  accounts  is 
shown  on  the  Statement  of  Profit  and  Loss : 

1.  Purchases. 

2.  Sales. 

3.  Inventory. 

4.  Selling  Expenses. 

5.  Administrative  Expenses. 

8 
W.  H.  Spencer  is  the  proprietor  of  a  retail  dry  goods  store. 
State  five  different  expenses  he  might  incur  which  would  be  classi- 
fied as  selling  expenses. 

9 
State  five  expenses  of  Mr.  Spencer  which  would  be  classified  as 
administrative  expenses. 

10 
Explain  the  order  in  which  accounts  are  arranged  in  the  ledger. 
State  the  reason  for  this  order  of  arrangement. 
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LABORATORY  MATERIAL 

The  purpose  of  the  following  exercises  is  to  develop  the  entries 
for  transactions  affecting  the  accounts  discussed  in  the  two  preced- 
ing chapters.  These  exercises  are  to  be  prepared  on  paper  ruled 
similar  to  Illustration  No.  5. 

Exercise  No.  41 

The  following  represent  cash  transactions  of  H.  L.  Orr,  made 
during  the  month  of  February : 

Feb.  1.  Invested  $3,000.00. 

2.  Paid  $1,800.00  for  merchandise. 

3.  Paid  rent,  $40.00 ;  paid  office  salaries,  $30.00. 

Paid  $60.00  for  scales ;  paid  $400.00  for  delivery  truck. 
5.  Gave  the  Hepler  Safe  Co.  check  for  $150.00  for  safe. 
8.  Received  for  cash  sales,  $170.00 ;  paid  driver,  $15.00. 
10.  Paid  telephone  rent,   $8.00;  received  for  merchandise 

from  Gladstone  Hotel,  $150.00. 
13.  Received  for  cash  sales,  $95.00 ;  paid  $25.00  for  office  desk. 
16.  Paid  $225.00  for  merchandise;  received  for  cash  sales, 
$150.00. 

19.  Gave  Jones  Bros,  a  check  in  payment  of  merchandise, 

$67.00. 

20.  Received  for  cash  sales,  $150.00. 
22.  Paid  clerk  hire,  $40.00. 

26.  Received  for  cash  sales,  $120.00 ;  paid  taxes,  $80.00. 

Instructions:  On  ledger  paper  open  the  accounts  necessary  to 
record  the  above  transactions  and  show  the  debits  and  credits  to 
these  accounts.  Allow  fifteen  lines  for  the  Cash  account,  eight  lines 
for  the  Sales  account,  and  five  lines  for  each  of  the  other  accounts. 

Exercise  No.  42 

Oct.  1.  E.   B.   Moore  invested  $1,000.00  in  the   office   supplies 
business. 

2.  Bought  from  A.  C.  Johnson,  on  account,  merchandise, 

$317.65. 

3.  Purchased  a   typewriter   for  $100.00   and   a   desk   for 

$25.00. 
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Oct.  5.  Received  $75.50  for  sundry  cash  sales. 

6.  Paid  rent  of  store,  $50.00. 

7.  Bought  for  cash,  merchandise,  $125.75. 

12.  Sold  A.  C.  Johnson,  on  account,  merchandise,  $75.00. 
15.  Paid  clerk  hire,  $25.00. 

Instructions:  Follow  instructions  given  under  Exercise  No.  41. 
Allow  five  lines  for  each  account. 

Exercise  No.  43 

Nov.  1.  D.  C.  Brown  invested  $2,000.00  in  the  musical  instru- 
ments business. 

2.  Paid  rent,  $50.00. 

3.  Purchased  horse  and  wagon  for  cash,  $200.00. 
Bought  of  John  Church  Co.,  on  account,  merchandise, 

$418.65. 

4.  Sold  M.  E.  McMahon,  on  account,  one  Victrola,  $250.00 

5.  Bought    of    The    Aeolian    Co.,    for    cash,    merchandise, 

$614.65. 
7.  Sold  B.  L.  McDaniel,  on  account,  one  accordion,  $15.00. 
9.  Paid  clerk  hire,  $25.00. 

11.  Bought  of  Baldwin  Piano  Co.,  on  account,  merchandise, 

$278.50. 

12.  Cash  sales  to  date,  $175.50. 

16.  Paid  John  Church  Co.,  in  full  of  account,  $418.65. 

17.  Purchased  a  showcase  for  cash,  $40.00. 

18.  Received  from  M.  E.  McMahon,  $100.00  to  apply  on  ac- 

count. 
23.  Paid  Baldwin  Piano  Co.  $100.00,  to  apply  on  account. 

25.  Sold    W.    O.    Crosswhite,    on    account,    1    Star   Piano, 

$450.00. 

26.  Cash  sales  to  date,  $280.65. 
31.  Paid  clerk  hire,  $40.00. 

Instructions:  Follow  instructions  given  under  Exercise  No.  41. 
Allow  ten  lines  for  the  Cash  account  and  six  lines  for  each  of  the 
other  accounts. 

Exercise  No.  44 

May  1.  A.  R.  King  invests  $2,000.00  in  the  retail  clothing  busi- 
ness. 
Bought  of  David  Bros.,  on  account,  merchandise,  $216.87. 
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May  2.  Bought  of  Becker  Clothing  Co.,  on  account,  merchan- 
dise, $75.42. 

3.  Sold  A.  C.  Brown,  on  account,  1  suit  of  clothes,  $44.00. 

4.  Bought  of  Burkhardt  Bros.  Co.,  for  cash,  merchandise, 

$218.72. 
Purchased  a  used  auto  truck  for  $400.00  cash. 

5.  Sold  for  cash,   1  suit  of  clothes,   $60.00;   1  overcoat, 

$50.00. 

6.  Sold  A.  R.  Cohen,  on  account,  1  suit  of  clothes,  $50.00, 

5  shirts  at  $2.50. 

8.  Paid  Becker  Clothing  Co.,  $75.42,  in  full  for  bill  pur- 

chased  on  the  2nd. 
Sold    Charles    Home,    on    account,    1    suit  of    clothes, 
$50.00 ;  1  vest,  $10.00. 

9.  Bought  of  Burkhardt  Bros.  Co.,  on  account,  merchan- 

dise, $167.92. 

10.  A.  R.  King  withdrew  $50.00  for  personal  use. 

Sold  A.  C.  Brown,  on  account,  1  suit  of  clothes,  $50.00: 
1  pair  pants,  $15.00;  4  shirts  at  $2.50;  6  shirts  at 
$2.00 ;  3  pair  socks  at  50c. 

11.  Received  $50.00  from  Charles  Home,  on  account. 

12.  Purchased  a  safe  for  cash,  $100.00. 

Bought  of  Becker  Clothing  Co.,  on  account,  merchan- 
dise, $84.75, 

13.  Paid  $10.00,  telephone  rent  for  the  month. 

Received  $62.50  from  A.  R.  Cohen  in  payment  for  bill 
sold  the  6th. 
15.  Bought  of  David  Bros.,  on  account,  merchandise,  $203.18. 
Paid  rent,  $50.00,  and  clerk  hire,  $75.00. 

Instructions:  Follow  instructions  given  under  Exercise  No.  41. 
Allow  ten  lines  for  the  accounts  with  Cash,  Purchases  and  Sales, 
and  five  lines  for  each  of  the  other  accounts. 

Exercise  No.  46 

The  following  transactions  are  to  be  recorded  in  the  ledger.  Be 
careful  to  make  the  proper  debit  and  credit  for  each  transaction. 
On  ledger  paper  open  the  accounts  given  in  the  list  at  the  top  of 
page  104,  allowing  the  space  specified.  Divide  the  pages  with  double 
lines  as  in  Illustration  No.  5. 
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Cash,  fifteen  lines:  Notes  Receivable.  A.  K.  Langley,  Harvard 
Hotel,  Gladstone  Hotel,  C.  M.  Johnson,  G.  G.  Munn,  L.  S.  Lyon, 
R.  E.  Taylor,  A.  P.  Monroe,  Merchandise  Inventory,  Furniture  and 
Fixtures,  Wallace  &  Co.,  English  Bros.,  Meyer  &  Hassler,  Clover- 
dale  Creamery,  J.  Arthur  Kinley,  Cassidy  Bros.,  N.  W.  Barnes, 
Proprietor,  and  N.  W.  Barnes.  Personal,  each  six  lines ;  Sales,  twenty 
lines ;  Purchases,  fifteen  lines ;  Selling  Expenses  and  Administrative 
Expenses,  each  six  lines. 

May  1.  N.  W.  Barnes  invested  $2,000.00*  in  the   retail  grocery 
business. 

2.  Bought  of  Wallace  &  Company,  on  account,  merchandise, 

$77.30. 

3.  Bought  of  English  Brothers,  on  account,  merchandise, 

$134.05. 

4.  Paid  $20.00  cash,  city  and  state  license  for  one  year. 

(Debit  Selling  Expenses.) 

5.  Sold  A.  K.  Langley,  on  account,  merchandise,  $14.25. 
Bought  of  J.  Arthur  Kinley  &  Company,  for  cash,  flour 

per  invoice  7  of  this  date,  $192.00. 

6.  Received  $30.00  for  sundry  cash  sales  to  date. 
Paid  Wallace  &  Company  in  full  of  account,  $77.30. 

8.  Sold  the  Harvard  Hotel,  on  account,  merchandise,  $56.85. 

9.  Received  $10.00  from  A.  K.  Langley  to  apply  as  part 

payment  of  the  amount  he  owes. 

10.  Bought  of  Meyer  &    Hassler,  on  account,  merchandise, 

$228.60. 

11.  Sold  A.  K.  Langley,  on  account,  merchandise,  $44.25. 

12.  Received  from  the  Harvard  Hotel  $30.00  in  part  payment 

of  the  bill  sold  them  on  the  8th. 

13.  Received  $40.00  for  sundry  cash  sales  to  date. 
Paid  English  Brothers  $100.00  to  apply  on  account. 
Sold  A.  P.  Monroe,  on  account,  merchandise,  $52.40. 

15.  Bought  of  Wallace  &  Company,  on  account,  merchandise, 

$246.00. 

16.  Sold  Gladstone  Hotel,  on  account,  merchandise,  $49.40. 

17.  Bought  of  Clover  Dale  Creamery,  on  20  days'  account, 

merchandise,  $28.00. 

18.  Received  of  A.  P.  Monroe  $35.00  to  apply  on  account. 
Paid  A.  P.  King  $100.00  for  office  furniture. 

19.  Sold  C.  M.  Johnson,  on  account   merchandise,  $42.30. 
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May  20.  Paid  English  Brothers  the  balance  due  them. 
Received  $50.00  for  sundry  cash  sales  to  date. 

22.  Sold  G.  G.  Munn,  on  account,  merchandise,  $24.05. 

23.  Bought  of  J.  Arthur  Kinley  &  Company,   on  account, 

merchandise,  $197.10. 

24.  Received  from  the  Harvard  Hotel,  in  part  payment  of 

their  account,  $15.00. 
Paid  Meyer  &  Hassler  $185.00  on  account. 

25.  Sold  Gladstone  Hotel,  on  account,  merchandise,  $80.35. 

26.  Received  $4.25  from  A.  K.  Langley,  in  payment  balance 

due  on  bill  of  May  5th. 
Sold  L.  S.  Lyon,  on  account,  merchandise,  $78.25. 

27.  Sold  R.  E.  Taylor,  on  account,  merchandise,  $42.25. 
Received  $42.50  for  sundry  cash  sales. 

Bought  of  Cassidy  Brothers,  on  account,  merchandise, 
$172.75. 

29.  Received  $50.00  from  L.  S.  Lyon,  to  apply  on  account. 

30.  Paid  Wallace  &  Company  $150.00,  to  apply  on  account. 

31.  Paid  bookkeeper's  salary,  $50.00;  rent,  $40.00. 
Received  note  for  $42.30  from  C.  M.  Johnson,  in  full  of 

account. 
Barnes  withdrew  for  personal  use  $30.00. 

Instructions:    Follow  instructions  given  under  Exercise  No.  41. 
When  approved,  preserve  this  exercise  for  further  instructions. 
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CHAPTER  VIII 

THE  TRIAL  BALANCE 

Purpose  of  the  Trial  Balance 

In  Chapters  V,  VI  and  VII  the  account  has  been  discussed  as  a 
means  of  making  a  current  record  of  transactions.  As  previously- 
explained,  a  transaction  consists  of  an  exchange  of  equal  values. 
The  values  received  by  the  business  are  termed  debits  and  the  values 
parted  with  are  termed  credits.  To  record  a  transaction  involves 
its  analysis  in  order  to  determine  the  debits  and  credits  to  which  it 
gives  rise,  and  the  recording  of  these  debits  and  credits  in  the  proper 
accounts. 

Since  the  debits  arising  from  each  transaction  are  equal  to  the 
credits  arising  from  the  same  transaction,  it  follows  that  if  a  correct 
record  of  all  transactions  is  made  in  the  accounts,  the  total  of  the 
debits  arising  from  these  transactions  will  equal  the  total  of  the 
credits  arising  therefrom,  In  other  words,  the  debits  in  the  ledger 
should  equal  or  balance  the  credits.  In  order  to  see  if  this  is  true, 
a  test  of  their  equality  is  made  at  least  at  the  end  of  each  fiscal 
period  and  usually  at  the  end  of  each  month.  Such  a  test  is  known 
as  a  Trial  Balance.  The  purpose  of  the  present  chapter  is  to  explain 
and  illustrate  how  the  Trial  Balance  is  made. 

Method  of  Taking  a  Trial  Balance 

As  previously  stated,  the  primary  purpose  of  the  Trial  Balance 
is  to  prove  the  equality  of  the  debits  and  credits  recorded  in  the 
ledger.  In  many  of  the  accounts  there  are  several  debits  and  sev- 
eral credits  and  one  method  of  proving  the  equality  of  the  debits 
and  credits  would  be  to  list  all  the  debits  recorded  in  all  the  accounts 
and  all  the  credits  recorded  in  all  the  accounts  and  compare  the 
totals  obtained  from  the  addition  of  each.  The  Trial  Balance  is  a 
report,  however,  and  the  purpose  of  a  report  is  to  give  summar- 
ized information ;  hence  such  a  procedure  would  be  unsatisfactory. 
It  is  the  practice,  therefore,  before  making  a  Trial  Balance,  to  go 
through  the  ledger  and  add  the  debits  and  credits  of  each  account 
and  place  the  total  of  each  in  small  pencil  figures  just  below  the  last 
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debit  or  credit  item  recorded  in  the  account.    The  method  of  doing 
this  is  illustrated  in  the  Cash  account  given  in  the  illustration  below. 


Cash 


1920 

|   | 

1920 

Jan. 

1 

250  86! 

Jan. 

2 

42 

65 

2 

110 

24 

4 

78 

65 

7 

86 

72, 

8 

97 

42 

12 

43 

54  | 

13 

114 

74 

15 

18 

75  1 

17 

89 

63 

22 

43 

65 

22 

78 

59 

27 

18 

68 

27 

25 

64 

29 

126 

75 

29 

189 

76 

30 

246 

72 

30 

175 

42 

31 

27 

973 

82 

73 ; 

■ 

892 

50 

After  the  totals  of  the  debits  aud  credits  of  each  account  are  ob- 
tained the  Trial  Balance  may  be  made  in  two  ways.  The  first  method 
is  to  list  all  the  debit  totals  and  all  the  credit  totals  and  after  add- 
ing each  compare  the  total  of  the  former  with  the  total  of  the  latter. 
The  second  method  is  to  ascertain  the  difference  between  the  total  of 
the  debits  of  each  account  and  the  total  of  the  credits  of  the  same 
account  and  obtain  thereby  the  debit  or  credit  balance  of  the 
account.  Then  the  debit  and  credit  balances  of  all  the  accounts 
are  listed  on  the  Trial  Balance,  and  if  the  sum  of  the  debit  balances 
equals  the  sum  of  the  credit  balances  it  is  evident  that  the  debits 
and  credits  of  the  ledger  are  equal.  Either  method  serves  equally 
well  to  test  the  equality  of  debits  and  credits.  The  latter  method 
is  more  frequently  used  because  it  makes  the  Trial  Balance  simpler 
and  more  usable.    Both  methods  are  illustrated  below. 


Illustration  of  the  Trial  Balance 

In  order  to  illustrate  how  the  Trial  Balance  is  made,  it  may  be 
assumed  that  a  Trial  Balance  is  to  be  taken  from  the  following 
simple  ledger: 

Cash 


. — 

1920 

| 

1   l 

1920 

| 

Jan. 

1 

1 

3,800  00 

Jan. 

2 

300!00 

11 

i 

25050 

3 

3,000 

00 

22 

10  50 

4 

25 

00 

22 

12 

00  1 

25 

600 

00 

27 

200 

00 

30 

100 

00 

27 

1 

16 

4,289 

00| 
00  , 

31 

J 

42 

4,067 

00 

00 
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A.  B.   Hill 

1920 
Jan. 

8 
16 

10 
13 

23 

50 
00 
60 

1920 
Jan. 

22 

10 

so 

P.  B.   S.   Peters 

1920 
Jan. 

8 
16 

1200 
20  00 

82  00 

1920 
Jan. 

22 

12  00 

R.  L.  Long 

1920 
Jan. 

8 

18 

00 

A.  M.  King 

1920 
Jan. 

16 

28 

16 

14 
so 

00 
00 

00 

1920 
Jan. 

27 

16  00 

Furniture  and  Fixtures 

1920 
Jan. 

9 

30000 

Cincinnati  Milling  Company 

1920 
Jan. 

26 

600 

00 

1920 
Jan. 

5 

60000 

Quaker  Oats  Company 

1 

1920 
Jan. 

14 

200  00 

St.  Louis  Wholesale  Company 

1920 
Jan. 

30 

10000 

,  1920 
1  Jan. 

i 

20 

250  00 

1 

D.  D.  Dwyer,  Proprietor 

1 

1   1920 
Jan. 

1 

'      3,80d00 
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Sales 


'  1920 

Jan. 

8 
8 
8 
11 
16 
16 
16 
27 
28 

..."  I"  " 

10 
12 
18 

250 
13 
16 
20 

200 
14 

50 

00 
00 
50 
00 
00 
00 
00 
00 

554 jeo 

Purchases 

1920 

1       I1 

1 

Jan. 

3 
5 

3,000!00    ! 
600  00 

14 

200 

00 

20 

250 

00 

4.050 

00 

Selling   Expenses 

1920 

Jan. 

4 

25 

00 

Administrative  Expenses 

1920 

1 

Jan. 

31 

42 

00 

First  Method 

If  the  total  debits  and  total  credits  of  each  account  are  to  be 
shown  in  the  Trial  Balance  they  would  be  as  follows : 


D.  D 

.  Dwyer 

Trial  Balance, 

January  31,  1920 

Gash 

4,280 

00 

4,067  00 

A.  B.  Hill 

23 

50 

10 

50 

P.  B.  8.  Peters 

32 

00 

12 

00 

R.  L.  Long 

18 

00 

A.  M.  King 

30 

00 

16 

00 

Furniture  and  Fixtures 

300 

00 

Cincinnati  Milling  Company 

600 

00 

600 

00 

Quaker  Oats  Company 

200 

00 

St,  Louis  Wholesale  Company 

100 

00 

250 

00 

D.  D.  Dwyer,  Proprietor 

3,800 

W 

Sales 

554 

00 

Purchases 

4,050 

00 

Selling  Expenses 

25 

00 

Administrative  Expenses 

42 

00 

9,509 

50 

9,509 

50 
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It  is  not  customary  to  include  in  the  Trial  Balance  accounts  like 
that  of  the  Cincinnati  Milling  Company,  where  the  debits  and  credits 
are  equal.  This  account  is  included  in  the  above  illustration  in 
order  that  the  student  may  trace  each  ledger  account  to  the  Trial 
Balance. 

Since  the  Trial  Balance  shows  that  the  total  of  all  the  debits  in 
the  ledger  is  equal  to  the  total  of  all  the  credits,  the  ledger  is  said 
to  be  in  balance. 


Second  Method 

In  the  second  method,  only  the  balance  of  each  account  is  shown 
on  the  Trial  Balance.  In  order  that  the  student  may  see  the  rela- 
tion of  these  two  methods  and  how  each  proves  the  equality  of 
the  ledger  debits  and  credits,  the  following  illustration  may  be 
taken : 

D.   D.   Dwyer 
Trial  Balance,  January  31,  1910 


Cash 

4,289 

00 

4,067 

00 

222|00 

A.  B.  Hill 

23 

50 

10 

50 

1300 

P.  B.  S.  Peters 

32 

00 

12 

00 

20i00 

R.  L.  Long 

18 

00 

18 

00 

A.  M.  King 

.    30 

00 

16 

00 

14 

00  1 

Furniture  and  Fixtures 

300|00  ! 

300 

00 

Cincinnati  Milling  Co. 

600  00 

600 

00 

1 

Quaker  Oats  Company 

] 

200 

00 

1 

200 

00 

St.  Louis  Wholesale  Co. 

1        100 

00 

250 

00 

150 

00 

D.  D.  Dwyer,  Proprietor 

1 

3,800 

00 

3,800 

00 

Sales 

554 

00 

554 

00 

Purchases 

4,050 

00 

4,050 

00 

Selling  Expenses 

25 

00 

25 

00 

Administrative  Expenses 

42 
1    9,509 

00 
50 

42 

00 

9,509 

50 

4,704 

00 

4,704 

00 

It  will  be  seen  that  in  the  first  two  columns  the  total  debits  and 
credits  of  each  account  are  given,  the  same  as  in  the  illustration 
of  the  Trial  Balance  shown  on  the  preceding  page.  In  the  last 
two  columns  the  debit  or  credit  balance  of  each  account  is  shown. 
This  is  obtained  by  subtracting  the  figures  in  the  first  two  columns 
whenever  the  account  shows  both  a  debit  and  a  credit  total.  When 
the  account  shows  only  a  debit  or  a  credit  total  this  total  is  car- 
ried over  as  the  debit  or  credit  balance  of  the  account.  By  referring 
to  the  totals  of  the  last  two  columns  it  will  be  seen  that  the  equality 
of  the  debits  and  credits  is  shown  in  the  same  way  as  in  the  first 
two  columns. 
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Trial  Balance  of  the  Ledger  of  James  Madison 

In  Chapter  VII  the  ledger  of  James  Madison  is  given.    If  a  Trial 
Balance  is  made  of  this  ledger  it  will  appear  as  follows : 


l^s&m^/  drZec^ALtm' 


-s/./r*- 


/  0  0  0 
»0 

V00 


J-0 

/4*0 


*/>Cy*-f 


4L3-&J 


ZL 


Illustration  No.  6 — Trial  Balance 

The  student  should  compare  the  Trial  Balance  given  in  Illustra- 
tion No.  6  with  the  ledger  given  in  Illustration  No.  5  on  pages  94-97. 
The  numbers  at  the  left  of  the  names  of  the  accounts  are  the  pages 
on  which  the  accounts  appear  in  the  ledger. 
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QUESTIONS  FOB  CLASS  DISCUSSION 

1 
If  all  the  transactions  of  a  business  for  a  certain  period  of  time 
are  properly  recorded  in  the  ledger,  what  relation  should  exist  be- 
tween the  debits  and  credits  of  the  ledger? 


How  may  this  relationship  be  tested? 

3 
What  work  should  be  performed  with  reference  to  the  ledger 
accounts  preliminary  to  the  Trial  Balance? 

4 
Explain  the  two  methods  which  may  be  employed  in  taking  a 
Trial  Balance. 

5 
The  account  of  H.  L.  "White  appears  as  follows : 

H.  L.  White 

15  I 


"^l  422 


50 


Jan.  !    5  !  I'  422i50  ■,  Jon 

II  ii         I       il 

How  would  this  account  be  treated  when  the  Trial  Balance  is 
taken  on  January  31st? 

6 

The  account  of  Fern  M.  Jones  appears  as  follows : 

Fern  M.  Jones 

Mar'Tl  \~~~  l!     56  00 


Mar.  |  10 


56 


00 


|  13    |  J         ,|     42,00 

Explain  two  ways  in  which  this  account  may  appear  on  the  Trial 
Balance. 

7 

The  Trial  Balance  of  the  Atkins  Mercantile  Co.  on  December  31, 
1919,  shows  that  the  debits  and  credits  of  the  ledger  of  the  company 
are  equal.  Statements  are  sent  to  customers  showing  the  amount 
of  their  indebtedness  to  the  company,  and  several  of  them  claim 
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that  the  statements  are  incorrect.     Explain  how  it  may  be  possible 
for  a  Trial  Balance  to  be  obtained  and  the  statements  be  incorrect. 

8 
How  would  yon  advise  the  bookkeeper  of  the  Atkins  Mercantile 
Co.  to  proceed  in  order  to  find  the  errors  in  the  customers'  accounts? 

9 
Does  the  Trial  Balance  serve  any  purpose  other  than  as  a  means 
of  testing  the  equality  of  the  ledger  debits  and  credits? 

10 
In  what  order  should  the  accounts  appear  on  the  Trial  Balance? 
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LABORATORY  MATERIAL 

The  purpose  of  the  following  exercises  is  to  give  practice  in  pre- 
paring the  Trial  Balance  as  discussed  and  illustrated  in  this  chap- 
ter. These  exercises  are  to  be  prepared  on  paper  ruled  similar  to 
Illustration  No.  6.  The  Statements  of  Profit  and  Loss  and  the  Bal- 
ance Sheets  required  are  to  be  completed  as  previously  instructed. 


Exercise  No.  46 

The  ledger. of  D.  D.  Sells,  on  June  30th.,  after  one  month's  opera- 
tions, appears  as  follows: 

Cash 


June 

1 
8 
15 
22 
29 
30 

2,000 
500 
600 
700 
780 
80 

00 
00 
00 
00 
00 
00 

June 

i 

2 

30 
30 
30 

200  bo 

2,000  00 

100  00 

200  00 

50  00 

Notes  Receivable 

June  20 

40 

00 

r 
1 

£.  C.  Cline 

June 

3 
17 

40 
80 

00 
00 

June 

20 

40 

00 

E.  H.  White 

June    4 

20 

80 
100 

00 
00 

June 

30 

II      80|00 

E.  R.  Taylor 

June 

5 

60 

00 

! 

A.  C.  Hodge 

June 

21 

62J0O 

Mdse.  Inventory 
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Jane 


20000 


Notes  Payable 


June 


A.  R.  Long 


18 


70000 


June     6 


D.  0.  King 


300:00 


June  10 


A.  M.  Anderson 


400  00 


June 


18 


700 


00 


I      June 
June 


18 


D.  D.  Sells,  Proprietor 


70OJ0O 
.500100 


June  30 


June 


6 

110 
!I8 
120 


June     1 


D.  D.  Sells,  Personal 


5o!oo    I 


Purchases 


2  000J00  1 1 

300100  'i 

400|00  . 

700'00  I 

500|00  .1 


2,000J00 


Sales 

'    1 

' 

1 

June 

3 

40 

00 

, 

, 

4 

80 

00 

| 

5 

60 

00 

1 

8 

500 

00 

15 

1 

600 

00 

17 

80100 

1 

\ 

20 

, 

100  00 

1 

21 

1   62  00 

22 

-,  700J00 

i 

1 

29 

; 

1  780 

00 

I'       I 
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June 


30 


200 


00 


Administrative  Expenses 


June 


30 


100  00 


Profit  and  Loss 


Instructions:  1.  Copy  the  above  ledger  on  loose  sheets  of  ledger 
paper,  placing  four  accounts  on  each  page. 

2.  Take  a  Trial  Balance  of  the  ledger  you  have  copied,  showing 
only  the  debit  or  credit  balance  of  each  account. 

Exercise  No.  47 

On  June  30th,  Sells  has  a  merchandise  inventory  of  $1,800.00. 
Prepare  a  Balance  Sheet  for  Sells  as  of  June  30th,  and  a  Statement 
of  Profit  and  Loss  showing  result  of  operations  for  June. 

Preserve  this  exercise  for  future  use. 

Exercise  No.  48 

Prepare  a  Trial  Balance  of  the  ledger  of  N.  W.  Barnes  as  pre- 
pared in  Exercise  No.  45. 

Exercise  No.  49 

The  inventory  of  Barnes  on  May  31st  is  $1,000.00.  Make  a  Bal- 
ance Sheet  for  Barnes  as  of  May  31st,  and  a  Statement?;  of  Profit 
and  Loss  showing  results  of  operations  for  May. 

Preserve  this  exercise  for  future  use. 

Exercise  No.  50 

The  Trial  Balance  of  James  Madison  is  given  in  Illustration 
No.  6.  Madison's  inventory  of  merchandise  of  December  31st  is 
$1,450.00.  Prepare  a  Balance  Sheet  and  a  Statement  of  Profit  and 
Loss  from  the  Trial  Balance  of  Madison. 
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CHAPTER  IX 
THE  ADJUSTING  AND  CLOSING  ENTRIES 

Need  of  Adjusting  Entries 

At  the  close  of  the  fiscal  period  there  are  usually  some  accounts 
in  the  ledger  which  do  not  reflect  correctly  the  financial  condition 
of  the  business.  Frequently  there  are  asset  accounts  which  do  not 
show  the  correct  value  of  the  assets  which  they  represent.  This  is 
not  because  the  value  of  the  assets  was  not  recorded  properly  in 
the  beginning,  but  because  their  value  has  changed  since  the  origi- 
nal record  was  made.  For  instance,  on  December  1st,  the  mer- 
chandise inventory  of  James  Madison  is  .$1,000.00,  while  on  Decem- 
ber 31st  its  value  is  $1,450.00,  and  it  will  be  noticed  that  his  inven- 
tory is  shown  at  the  latter  amount  on  the  Balance  Sheet  made  on 
December  31st.  As  a  consequence,  the  Inventory  account  does 
not  correspond  with  the  value  of  the  inventory  as  shown  on  the 
Balance  Sheet.  It  is  necessary,  therefore,  to  make  certain  entries 
on  the  ledger  so  an  adjustment  between  the  account  and  the  Balance 
Sheet  may  be  made. 

In  later  chapters  it  will  be  explained  that  other  accounts  besides 
the  Inventory  account  may  not  correspond  with  the  Balance  Sheet 
and  the  Statement  of  Profit  and  Loss.  Since  the  ledger  accounts  at 
the  end  of  the  fiscal  period  do  not  agree  with  the  accounting  re- 
ports, it  is  necessary  to  make  such  entries  on  the  ledger  as  are 
necessary  to  bring  about  this  adjustment.  Such  entries,  known  as 
" adjusting  entries,"  are  necessary  at  the  end  of  each  fiscal  period. 
Their  purpose  is  to  bring  the  ledger  accounts  into  harmony  with 
the  accounting  reports. 

In  the  case  of  James  Madison,  the  Inventory  account  is  the  only 
account  requiring  adjustment  on  December  31st.*  It  is  the  pur- 
pose of  the  discussion  immediately  following  to  explain  and  illus- 
trate the  entries  necessary  to  make  this  adjustment.  In  subsequent 
chapters  the  entries  necessary  to  adjust  other  accounts  will  be  ex- 
plained and  illustrated. 

*  For  the  reasons  given  in  Chapter  III  the  discussion  with  reference  to 
depreciation  on  fixed  assets  is  postponed  until  Chapter  XVI.  Consequently,  the 
adjusting  entries  with  reference  to  depreciation  are  also  postponed  until  that 
chapter. 
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Merchandise  Inventory 

The  inventory  of  merchandise  is  obtained  at  the  end  of  the  fiscal 
period  by  making  a  physical  count  of  the  merchandise  in  stock  and 
determining  the  value,  usually  at  cost  price.  When  the  present  market 
price  of  the  goods,  however,  is  lower  than  the  cost  price,  the  market 
price  should  be  used  as  the  basis  of  the  valuation.  In  order  to 
record  the  value  of  the  inventory  an  Inventory  account  is  opened. 
The  purpose  of  the  Inventory  account  is  to  show  the  value  of  the 
goods  on  hand  at  the  end  of  the  fiscal  period. 

The  debits  and  credits  to  the  Inventory  account  are  as  follows: 

Inventory 


Debit: 
At  the  end  of  the  fiscal  period  with 
the  inventory  as  of  the  closing 
date, 
(The  Purchases  account  is  credited 
at  the  time  the  Inventory  account 
is  debited.) 


CREDIT: 

At  the  end  of  the  fiscal  period  with 

the  inventory  at  the  beginning  of 

the  period. 
(The    Purchases   account   is   debited 

at  the  time  the  Inventory  account 

is    credited.) 


The  balance  of  this  account  shows  the  value  of  the  inventory 
of  merchandise  at  the  end  of  the  fiscal  period.  It  is  shown  as  a 
current  asset  on  the  Balance  Sheet. 

As  shown  by  his  Statement  of  Profit  and  Loss,  the  inventory  of 
James  Madison  on  December  1st  was  $1,000.00;  hence  this  would  be 
shown  in  his  Inventory  account  as  follows: 


Inventory 


192 
Dec 


1,000 


00 


On  the  Statement  of  Profit  and  Loss,  the  inventory  at  the  begin- 
ning of  the  month  is  added  to  the  purchases  of  the  month  to  ascertain 
the  cost  of  merchandise  sold.  In  order  to  show  the  same  results  in 
the  ledger,  the  beginning  inventory  is  transferred  to  the  debit  side 
of  the  Purchases  account  at  the  same  time  the  Inventory  account  is 
credited.  This  is  in  conformity  with  the  method  of  showing  addi- 
tions and  subtractions  in  accounts  as  previously  explained.  After 
this  entry  is  made,  the  Inventory  account  will  be  as  follows: 


Inventory 


102 
Dec 


1,000 


00 


192 
Dec. 


31 
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It  will  be  noticed  that  the  debits  and  credits  in  the  Inventory 
account  are  now  equal,  or  as  previously  explained,  the  account  is 
said  to  balance.  When  an  account  is  in  balance  it  is  indicated 
by  drawing  two  lines  under  the  debits  and  credits  on  each  side. 
In  case  there  are  two  or  more  debits  or  credits  they  are  added  and 
the  total  shown  before  it  is  indicated  as  balanced.  The  method  of 
indicating  the  totals  is  shown  in  the  Cash  account  on  page  107. 

In  the  case  of  the  Inventory  account,  after  it  is  balanced  it  will 
be  as  follows : 


Inventory 


192 
Dec. 


1,000' 00 


192 
Dec. 


31 


1,000 


00 


At  the  time  the  above  credit  is  made  to  the  Inventory  account 
a  debit  for  the  same  amount  is  made  to  the  Purchases  account. 
The  Purchases  account  will  then  be  as  follows: 


Purchases 


192 

Dec. 

2 

6 

17 

20 

24 

240 
150 
465 
360 
360 

31 

InTentory 

1,000 

00 
00 
85 
00 
00 


By  referring  to  the  Statement  of  Profit  and  Loss,  it  will  be 
seen  that  the  inventory  of  James  Madison  on  December  31st  is 
$1,450.00,  which  is  shown  as  a  deduction  from  the  purchases  of  the 
year  plus  the  beginning  inventory  in  arriving  at  the  cost  of  goods 
sold.  In  order  to  record  this  inventory  on  the  books  it  is  necessary 
to  show  it  as  a  debit  to  the  Inventory  account  and  a  credit  to  the 
Purchases  account,  since  by  placing  it  as  a  credit  to  the  Purchases 
account  its  subtraction  from  the  debit  items  in  the  Purchases  ac- 
count is  indicated.  After  this  entry  has  been  made  the  Inventory 
and  Purchases  accounts  will  appear  as  follows: 


Inventory 


192  [ 
Dec.   1 

1,000 

"  r 

00  I 

192 
Dec. 

31 

1 

1 

1,000 

Dec.  51 

1,450 

oo  | 
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102 
Dec. 


2 
6 
17 
20 
24 
31 


Inventory 


Purchases 


'i  192 

240 

oo  I 

Dec. 

31 

150 

00 

465 

00 

360 

85 

360 

00 

1,000 

00 

Inventory 


I 
1,450  00 


Purpose  of  the  Closing  Entries 

After  the  entries  discussed  in  the  preceding  paragraph  have  been 
made,  the  accounts  of  James  Madison  are  adjusted  so  that  they 
agree  with  the  Balance  Sheet  and  Statement  of  Profit  and  Loss. 
If  a  Trial  Balance  were  taken  at  this  time  each  item  shown  thereon 
would  agree  with  the  same  item  on  the  Balance  Sheet  and  the  State- 
ment of  Profit  and  Loss.  Although  the  individual  accounts  agree 
with  the  individual  items  which  appear  on  the  reports,  one  more 
step  is  necessary  before  there  is  complete  agreement  between  the 
two.  The  Statement  of  Profit  and  Loss  shows  a  summary  of  the 
income  and  expenses  with  the  resulting  net  profit.  In  accounting 
practice  it  is  customary  and  desirable  that  the  same  summary  be 
shown  on  the  ledger.  In  order  that  such  a  summary  may  be  shown 
it  is  necessary  that  certain  ledger  accounts  be  "closed."  The  entries 
by  which  these  accounts  are  closed  and  the  ledger  summary  made 
are  termed  Closing  Entries.  It  is  the  purpose  of  the  present  chapter 
to  explain  and  illustrate  the  entries  necessary  to  make  a  summary 
of  the  ledger  of  James  Madison  as  shown  in  Chapter  VII. 

Gross  Profit  on  Sales 

In  making  a  summary  of  the  ledger  accounts  with  income  and 
expenses,  the  simpler  method  is  to  follow  the  same  order  that  is  fol- 
lowed on  the  Statement  of  Profit  and  Loss.  By  reference  to  the 
Statement  of  Profit  and  Loss,  it  will  be  seen  that  the  cost  of  goods 
sold  is  subtracted  from  sales  in  order  to  obtain  the  gross  profit  on 
sales.  The  cost  of  goods  sold  is  obtained  by  adding  the  purchases 
to  the  beginning  inventory  and  subtracting  the  ending  inventory. 
In  making  the  adjusting  entries  in  the  preceding  chapter,  the  be- 
ginning inventory  is  debited  to  the  Purchases  account  and  the  end- 
ing inventory  is  credited  to  this  account.  After  these  entries  are 
made  the  balance  of  this  account  shows  the  cost  of  goods  sold,  which 
must  agree  with  the  cost  of  goods  sold  as  shown  on  the  Statement 
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of  Profit  and  Loss.  Since  the  cost  of  goods  sold  is  already  shown 
on  the  ledger,  it  is  only  necessary  to  show  this  as  a  subtraction 
from  sales,  and  the  Gross  Profit  on  Sales  will  be  shown  on  the 
ledger  the  same  as  on  the  Statement  of  Profit  and  Loss.  The  sales 
are  shown  on  the  credit  side  of  the  Sales  account;  hence,  if  the 
cost  of  goods  sold  is  shown  on  the  debit  side  of  the  same  account 
its  subtraction  from  sales  will  be  indicated.  This  is  accomplished 
by  debiting  the  Sales  account  and  crediting  the  Purchases  account 
for  $1,125.85. 

After  making  this  entry,  the  Purchases  and  Sales  accounts  appear 
as  follows: 


Purchases 


192 
Dec. 


2 

240 

00 

6 

150 

00 

17 

465 

00 

20 

360 

85 

24 

360 

po 

31 

Inventory 

1,000 

00 

192 

Dec. 

31 
31 

Inventory 
Cost  of  Goods 

1,450 

00 

SoM 

1,125 

85 

Sales 


192 
Dec. 


31 


Cost  of  Goods 
Sold 


1,125 


85 

192 
Dec. 

3 

9 

13 
27 

si 

29 
38 
42 
79 
18 
17 
91 
27 
22 
36 
17 
64 
56 
1,018 


18 
76 
50 
46 
63 
50 
60 
92 
50 
86 
45 
56 
45 
37 


Profit  and  Loss  Account 

The  balance  of  the  Sales  account  will  now  show  the  gross  profit 
on  sales,  which  is  $435.89.  By  referring  to  the  Statement  of  Profit 
and  Loss,  it  will  be  seen  that  the  selling  and  administrative  ex- 
penses of  the  business  are  subtracted  from  the  gross  profit  on  sales 
to  determine  the  net  operating  profit.  In  order  to  show  the  same 
result  on  the  ledger,  it  is  necessary  to  set  up  an  account,  usually 
called  the  Profit  and  Loss  account,  to  which  the  operating  expenses 
are  debited  and  the  operating  income  credited. 

As  indicated  above,  the  purpose  of  the  Profit  and  Loss  account 
is  to  offset  operating  expenses  against  operating  income,  with  the 
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resulting  balance  which  shows  the  net  operating  profit.  This  ac- 
count is  often  spoken  of  as  a  Summary  account,  since  it  is  used  to 
summarize  the  results  of  the  operations  of  the  period.  It  is  not 
opened  until  the  end  of  the  fiscal  period  and  is  closed  as  soon  as  it 
has  served  its  purpose  as  explained  below.  Consequently  no  trans- 
actions during  the  period  should  be  recorded  in  it. 

The  debits  and  credits  to  the  Profit  and  Loss  account  are  as 
follows : 

Profit  and  Law 


Debit: 

With    the   balance   of   each    account 
which  shows  an  operating  expense. 


Cbedit  : 

With    the   balance   of   each    account 
which  shows  an  operating  income. 


As  suggested  in  the  discussion  of  the  Statement  of  Profit  and 
Loss,  there  may  be  non-operating  expenses  and  non-operating 
incomes,  and  frequently  both  of  these  are  shown  in  the  Profit  and 
Loss  account.  Such  items,  however,  should  be  shown  in  a  separate 
section  of  the  Profit  and  Loss  account,  just  as  they  are  shown  in  a 
separate  section  of  the  Statement  of  Profit  and  Loss.  The  recording 
and  reporting  of  these  items  will  be  considered  later,  but  for  the 
present  the  Profit  and  Loss  account  may  be  considered  as  a  sum- 
mary of  operating  income  and  expense  only. 

The  balance  of  the  Profit  and  Loss  account,  if  a  credit,  shows  the 
net  profit  for  the  fiscal  period  and  is  transferred  to  the  credit  side 
of  the  Proprietor's  account.  If  it  is  a  debit,  it  shows  the  net  loss 
for  the  period  and  is  transferred  to  the  debit  side  of  the  Proprietor's 
account.  The  balance  of  the  Profit  and  Loss  account,  that  is,  the 
amount  transferred  to  the  Proprietor's  account,  must  agree  with 
the  net  profit  or  net  loss  as  shown  by  the  Statement  of  Profit  and 
Loss. 


Net  Operating  Profit 

The  gross  profit  on  sales,  as  shown  by  the  Sales  account  of 
James  Madison,  is  $435.89,  and  this  is  transferred  to  the  credit  side 
of  the  Profit  and  Loss  account.  Madison's  administrative  expenses 
of  $145.73,  and  his  selling  expenses  of  $140.00  are  transferred  from 
the  debit  of  their  respective  accounts  to  the  debit  of  the  Profit  and 
Loss  account.  The  Profit  and  Loss  account  now  shows  a  balance  of 
$150.16,  which  represents  the  net  profit  for  the  year;  therefore,  as 
explained  above,  it  is  transferred  to  the  credit  side  of  Madison's 
Capital  account. 
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Illustration  of  Accounts  After  Closing  Entries  Are  Hade 

After  the  above  entries  have  been  made,  the  Sales  account,  Sell- 
ing Expenses  account,  Administrative  Expenses  account,  Profit  and 
Loss  account,  and  Capital  account  of  Madison  will  appear  as  fol- 
lows: 

Sales 


192 

192 

Dec. 

31 

Coat  of  Goods 

Sold 
Gross  Profit  on 

Seles 

1,125 
435 

86 
89 

Dec. 

3 

9 

13 
27 

31 

20 
38 
42 
79 
18 
17 
91 
27 
22 
36 
17 
64 
56 
1,018 

18 
76 
50 
46 
63 
50 
60 
92 
50 
86 
45 
56 
45 
37 

Setting  Expenses 

192 

192 

Dec 

8 

16 

23 

29 

.31. 

25 
25 
25 
30 
35 

00 
00 
00 
00 
00 

Dec. 

31 

Profit  &  Lose 

140 

00 

Administ 

xatfc 

re  Expenses 

192 

"~ 1 

192 

Dec 

1 
31 

100 

36 

9 

00 
73 
00 

Dec. 

31 

Profit  &  Loss 

145 

73 

Profit  and  Loss 

192 

| 

192 

Dec. 

31 

Selling  Exp. 

140 

00 

Dec. 

31 

ftrose  Profit 

31 

Admr.  Expenses 

1 

145 

73 

on  Sales 

435 

89 

31 

Net  Profit 

1 

150 

16 

-_     , 

James  Madison,  Proprietor 

192 

' 

Jan. 

1 

1,940 

00 

Dec 

31 

Net  Profit 

150 

16 

Digitized  by  VjOOQLC 


124 


Bookkeeping  and  Accounting 


Closing  an  Account 

In  the  discussion  of  the  account  in  Chapter  V  it  was  ex- 
plained that  when  the  debits  and  the  credits  of  an  account  are 
equal  it  is  said  to  be  in  balance.  When  an  account  balances,  it  is 
indicated  by  what  is  known  in  accounting  as  Closing  the  Account. 
This  is  done  (1)  by  placing  the  totals  on  their  respective  sides  on  the 
same  line,  and  by  drawing  a  single  line  above  the  totals  to  indicate  the 
addition  by  which  the  totals  are  obtained,  and  (2)  by  drawing  double 
lines  under  the  totals,  which  in  accounting  indicates  that  all  amounts 
above  these  lines  are  to  be  ignored  in  future  accounting  statements 
and  reports.  Illustrations  of  the  method  of  closing  accounts  are 
given  below. 

After  the  closing  entries  are  made  at  the  end  of  the  fiscal  period 
the  expense  and  income  accounts  will  be  in  balance  and  should  be 
ruled  so  as  to  indicate  this  fact.  The  accounts  of  James  Madison, 
which  are  in  balance,  will,  when  ruled,  appear  as  follows: 


Purchases 


192 

192 

Deo. 

2 
6 

240 
150 

00 
00 

Dec. 

31 
31 

Inventory 
Cost  of  Goods 

1,450 

00 

17 

465 

00 

Sold 

1,125 

85 

20 

360 

85 

24 

360 

00 

31 

Inventory 

1,000 

00 

2,575 

35 

2,575 

85 

Sales 


192 
Dec. 


31 
31 


Cost   of   Goods 

Sold 
Gross  Profit 

on  Sales 


1,125 
435 


1,561 


74 


192 
Dec. 


31 
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29 
38 
42 
79 
18 
17 
91 
27 
22 
36 
17 
56 
64 
1,018 


1,561 


18 
76 
50 
46 
63 
50 
<K> 
92 
50 
86 
45 
45 
56 
37 
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Selling  Expenses 


192 

192 

Dec. 

8 
16 
23 
29 
31 

25 
25 
25 
30 
35 

00 
00 
00 
00 
00 

Dec. 

31 

Profit  &  Loss 

- 

140 

00 

140 

00 

140 

00 

Administrative  Expenses 


192 
Dec. 


100 

36 

9 


145 


73 


192 
Dec 


31 


Profit  &  Loss 


145 


145 


73 


73 


Profit  and  Loss 


192 
Dec. 


Selling  Expense* 
Admr.  Expenses 
Net  Profit 


192 

140 

00 

Dec. 

31 

145 

73 

150 

16 

435 

89 

Gross  Profit 
on  Sales 


435 


435 


89 


89 


Balancing  an  Account 

Sometimes  it  is  desirable  to  show  on  the  face  of  the  account  the 
difference  between  the  total  debits  and  credits.  This  is  accom- 
plished by  writing  the  difference,  which  as  previously  explained  is 
known  as  the  balance,  on  the  side  showing  the  smaller  total  and 
then  ruling  the  account  and  entering  the  totals  which  are  now 
equal  on  each  side.  After  the  account  has  been  thus  ruled  or 
balanced,  the  amount  of  the  balance  is  brought  down  on  the  first 
line  below  the  ruling  on  the  larger  side.  The  method  of  thus  bal- 
ancing an  account  may  be  illustrated  by  the  Cash  account  at  the 
top  of  page  126. 
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Cash 


192 
Dec. 


Jan. 


Balance 


940 

22 

36  86 

1,018  37 


2,017 
~252 


i  192 

Dec. 

1 

100 

1       36 

00 
73 

6 

!      150*00 

8 

1        25  00 

16 

!        25 

00 

23 

25 

00 

24 

360 

00 

25 

50,00 
30000 

29 

3000 

31 

Balance 

35i00 

i      22000 

,      400,00 

9  00 

i      252100 

!  2,01773 

i. 

li 

1 " 

Closing  the  Proprietor's  Capital  and  Personal  Accounts 

At  the  end  of  the  fiscal  period  the  Personal  acfcount  of  the  pro- 
prietor should  he  transferred  to  his  Capital  account.  In  the  case  of 
James  Madison,  his  Personal  account  shows  a  debit  balance  of 
$50.00.  consequently  his  Capital  account  should  be  debited  for 
$50.00  and  his  Personal  account  credited  for  $50.00.  After  this 
entry  is  made,  these  two  accounts  will  appear  as  follows : 


James  Madison,  Proprietor 


192 
Dec. 


The  Personal  account  is  now  in  balance  and  should  be  ruled 
accordingly.    It  will  then  appear  as  follows: 

James  Madison,  Personal 


192 
Dec. 


25 


50 


00 


192 
Dec. 


31 


50  00 


At  the  end  of  the  fiscal  period  it  is  customary  to  balance  and 
rule  the  Proprietor's  account  in  the  same  manner  as  the  Cash  account 
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on  page  126.    The  Capital  account  of  James  Madison  when  so  ruled 
will  be  as  follows : 


James  Madison,  Proprietor 


192 
Dec. 

31 
31 

Net  Worth 



50 
2,040 

00 
16 

192 
Dec. 

1 
31 

Net    Profit 

- 

1,940 
150 

2,090 

16 

2,090 

Jan. 

1 

2,040 

00 

16 
16 


Ruling  of  Personal  and  Note  Accounts 

With  the  exception  of  the  Cash  account,  it  is  not  customary, 
under  ordinary  circumstances,  to  balance  asset  and  liability  accounts 
as  explained  above.  Usually  no  purpose  is  served  in  balancing  them 
and  if  they  are  ruled  in  this  manner  it  is  more  difficult  to  obtain 
historical  information  from  them.    In  the  case  of  the  accounts  with 
Notes  Receivable  and  Payable  and  Accounts  Receivable  and  Pay- 
able, to  which  there  are  frequent  entries,  it  is  undesirable  to  carry 
the  totals  along  indefinitely  and  it  is  more  undesirable  to  balance 
them  in  the  manner  illustrated  by  the  above  Cash  account.    Since 
the  customer  in  making  a  payment  usually  pays  an  amount  equal 
to  one  or  more  amounts  which  he  owes,  each  credit  to  a  customer's 
account  usually  corresponds  to  one  or  more  debits  to  the  same 
account.    The  same  is  true  with  reference  to  the  Notes  Receivable 
account,  since  usually  one  or  more  notes  is  paid  in  total  at  each 
payment.    The  same  practice  is  followed  by  the  business  in  paying 
its  accounts  payable  and  notes  payable,  so  it  will  usually  be  found 
that  the  debits  to  these  accounts  offset  corresponding  credits.    It 
has  become  customary,  therefore,  to  cancel  the  debits  and  credits 
which  offset  each  other  by  drawing  a  line  on  the  debit  and  credit 
side  at  the  point  where  all  the  debits  above  the  line  equal  all  the 
credits  above  the  corresponding  line  on  the  opposite  side.    In  find- 
ing the  balance  of  the  account  in  the  future,  only  the  items  below 
these  lines  are  considered.     This  reduces  the  mechanical  work  in- 
volved in  finding  the  balance  of  such  accounts. 

The  method  of  ruling  such  accounts  may  be  indicated  by  the 
following  illustration  of  a  customer's  account: 

L.  S.  Lyon 


192 
Dec 


22  50 


18  63 


29 


18 


192- 
Dec. 


15 


22  50 
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Transferring  Accounts. 

When  a  page  in  the  ledger  is  full,  it  is  necessary  to  transfer 
the  account  to  another  page.  This  may  be  done  by  balancing 
the  account  and  transferring  the  balance  only  to  the  new  page,  or 
the  totals  of  the  debits  and  credits  may  be  transferred.  The  latter 
is  preferable,  because  it  is  of  some  value  to  know  the  total  debits 
and  credits  which  have  been  made  in  the  account,  and  this  is  not 
shown  by  the  first  method.  The  rulings  and  explanations  made 
when  accounts  are  so  transferred  are  shown  in  the  following  illus- 
trations : 

Cash 


1920 

ii 

1920 

Jan. 

1 

Balance 

3.000 

00 

Jan. 

31 

4,000 

00 

31 

4,000 

00 

Feb. 

28 

7,176 

21 

Feb. 

28 

8.131 

75 

Mar. 

31 

4,823 

79 

Mar. 

31 

6,868 

25 

Apr. 

30 

5,911 

84 

Apr. 

30 

1   5,431 

49 

May 

31 

6,088 

16 

May 

31 

7,568151 

June 

30 

5,001 

71 

June 

30 

1   4,321 

76 

July 

31 

4,998 

29 

July 

31 
31 

For'd  to  page  10 

1  5,678 

24 
00 

31 

For'd  to  page  10 

145,000 

38,000 

00 

Cash 

July 

31 

For'd  from  p.  6 

'45,000 

1 

00 

■  July 

31 

For'd  from  p.  6 

38,000  J00 

1            1 

Summary 

When  the  adjusting  and  closing  entries,  as  explained  above, 
have  been  made,  the  expense  and  income  accounts  will  all  be  closed 
and  only  the  asset,  liability,  and  proprietorship  accounts  will  re- 
main open  on  the  ledger.  The  asset  accounts  have  been  adjusted 
so  as  to  show  the  present  value  of  the  property  of  the  business  and 
the  net  profit  or  loss  for  the  fiscal  period  has  been  transferred  to 
the  Proprietorship  account,  so  it  now  shows  the  proprietor's  net 
worth  as  it  remains  at  the  end  of  the  fiscal  period.  The  ledger 
accounts  are  now  ready  to  have  recorded  in  them  the  transactions 
of  the  next  fiscal  period. 

There  are  other  methods  than  the  one  explained  above  by  which 
the  ledger  summary  might  be  made.  The  above  method,  however, 
is  in  harmony  with  good  accounting  practice  and  it  is  deemed  ad- 
visable to  use  it  in  connection  with  elementary  work,  since  it  follows 
the  summary  shown  on  the  Statement  of  Profit  and  Loss. 
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QUESTIONS  FOR  CLASS  DISCUSSION 

1 
On  December  31st,  M.  M.  McGee  has  $1,000.00  worth  of  merchan- 
dise on  hand  which  cost  $1.00  a  unit,  but  which  he  could  now  pur- 
chase at  90  cents  a  unit.  The  retail  selling  price  of  the  articles  is 
$1.10  each.  At  what  amount  should  this  merchandise  appear  on  the 
Balance  Sheet  of  McGee  f 

2 
On  the  Statement  of  Profit  and  Loss  of  L.  C.  Marshall,  the  cost 
of  goods  sold  is  shown  as  follows: 

Cost  of  Goods  Sold 

Inventory  January  1,  1920     .     .     $2,000.00 
Purchases 6,000.00 

$8,000.00 
Less:    Inventory    December    31, 

1920 2,500.00 

Net  Cost  of  Goods  Sold $5,500.00 

What  entries  would  be  required  to  show  the  above  results  in  the 
ledger? 

3 

J.  H.  Hockaday  has  made  sales  to  the  amount  of  $6,000.00  during 
the  month.  The  cost  of  goods  sold  is  $4,500.00.  How  would  the 
gross  profit  on  sales  be  shown  in  the  ledger  of  Hockaday? 

4 
The  expenses  of  Hockaday  for  the  month  are  as  follows :  selling 
expenses,  $200.00;  administrative  expenses,  $300.00.     What  would 
the  net  profit  of  Hockaday  be  and  how  would  this  be  shown  in  his 
ledger? 

5 
What  entries  are  necessary  to  close   the   Profit  and  Loss   ac- 
count of  Hockaday? 

6 
The  total  of  the  debits  to  the  Purchases  account  is  $10,000.00, 
and  the  total  of  the  credits  to  this  account  is  the  same.    How  is  this 
equality  of  debits  and  credits  shown? 
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7 
The  total  of  the  debits  to  the  Cash  account  is  $8,000.00,  and  the 
total  of  the  credits  is  $6,000.00.    What  is  the  cash  balance!    How 
may  this  be  shown  in  the  account? 

8 
Explain  how  a  personal  account  may  be  ruled. 

9 

•  The  total  of  the  debits  to  the  Cash  account  is  $15,000.00,  and  the 
total  of  the  credits  is  $9,000.00.  The  ledger  page  on  which  the  Cash 
account  appears  is  filled,  and  it  is  necessary  to  transfer  this  account 
to  a  new  page.    Explain  how  this  may  be  done. 

10 
After  the  closing  of  the  ledger  is  completed  at  the  end  of  the 
fiscal  period,  what  open  accounts  are  left  in  the  ledger? 
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LABORATORY  MATERIAL 

The  purpose  of  the  following  exercises  is  to  develop  the  adjust- 
ing and  closing  entries  required  at  the  close  of  the  fiscal  period  as 
discussed  in  this  chapter.  These  exercises  are  to  be  prepared  on 
loose  sheets  of  paper  ruled  according  to  the  nature  of  the  work. 
The  Balance  Sheets  and  the  Statements  of  Profit  and  Loss  required 
are  to  be  prepared  as  previously  instructed. 

Exercise  No.  51 

The  following  is  the  Trial  Balance  of  E.  R.  Taylor : 

E.  R.  Taylor 
Trial  Balance,  June  30,  19x9 

Cash $  1,000.00 

Notes  Receivable 300.00 

Accounts  Receivable  ....  3,700.00 

Merchandise  Inventory   .    .    .  2,100.00 

Furniture  and  Fixtures    .     .  .       400.00 

Delivery  Equipment    ....  500.00 

Notes  Payable $     400.00 

Accounts  Payable 2,600.00 

E.  R.  Taylor,  Proprietor  .    .    .  6,000.00 

Sales 20,000.00 

Purchases 16,000.00 

Selling  Expenses 2,000.00 

Administrative  Expenses     .    .  3,000.00 

$29,000.00    $29,000.00 


Instructions:  Taylor's  inventory  of  June  30th  is  $4,000.00. 
Make  a  Balance  Sheet  and  a  Statement  of  Profit  and  Loss  for  Taylor 
as  of  the  above  date. 

Exercise  No.  52 

On  loose  leaf  ledger  paper,  open  accounts  to  give  effect  to  the 
Trial  Balance  of  Taylor.  Allow  five  lines  for  each  account.  Make 
the  entries  necessary  to  adjust  and  close  Taylor's  ledger. 
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Exercise  No.  53 

Make  the  entries  necessary  to  adjust  and  close  the  ledger  of 
N.  W.  Barnes  as  prepared  in  Exercise  No.  45.  The  inventory  of 
Barnes  is  given  in  Exercise  No.  49. 

Exercise  No.  54 

Make  the  entries  necessary  to  adjust  and  close  the  ledger  of 
D.  D.  Sells  as  prepared  in  Exercise  No.  46.  The  inventory  of  Sells 
is  given  in  Exercise  No.  47. 

Exercise  No.  55 

The  following  items  are  obtained  from  the  records  of  A.  0. 
Davis  on  December  31,  1919: 

Cash $   500.00 

Administrative  Expenses 2,000.00 

A.  C.  Davis,  Prop 5,000.00 

Purchases 9,600.00 

Notes  Receivable 100.00 

Furniture  and  Fixtures     .      ........  400.00 

Notes  Payable 800.00 

Selling  Expenses 1,000.00 

Sales 12,400.00 

Accounts  Receivable 3,200.00 

Mdse.  Inventory,  Jan.  1,  1919 2,800.00 

Accounts  Payable 2,200.00 

Delivery   Equipment 800.00 

The  inventory  of  merchandise  on  December  31,  1919,  is  $3,800.00. 

Instructions:  1.  Arrange  these  items  in  proper  order  and  pre- 
pare a  Trial  Balance. 

2.  Make  a  Balance  Sheet  and  Statement  of  Profit  and  Loss. 

3.  Open  accounts  necessary  to  record  the  items  shown  on  the 
Trial  Balance,  allowing  five  lines  for  each  account. 

4.  Make  the  adjusting  and  closing  entries  and  rule  the  accounts 
that  balance. 


Digitized  by 


Googk 


CHAPTER  X 
THE  SOUBCE  OF  THE  LEDGER  ENTRIES 

The  Need  for  an  Additional  Record 

It  has  been  explained  in  the  preceding  chapters  that  it  is  the 
function  of  accounting  to  present  to  the  owner  by  means  of  reports, 
usually  made  periodically,  the  information  which  he  needs  in  the 
management  of  his  business.  The  account  has  been  discussed 
as  the  means  by  which  the  information  which  appears  on  these 
reports  is  obtained.  It  has  also  been  explained  how  the  trans- 
actions which  the  business  performs  may  be  analyzed  and 
their  effect  on  its  financial  condition  recorded  in  the  ac- 
counts. Although  the  transactions  of  the  business  might  be 
recorded  directly  in  the  accounts  at  the  time  of  their  occurrence, 
it  has  been  found  by  experience  that  such  a  practice  is  not  advis- 
able.   There  are  several  reasons  why  this  is  true. 

In  the  first  place,  the  information  which  can  be  recorded  in 
the  account  is  very  meager.  Since  the  account  is  a  means  by 
which  information  is  summarized  and  classified,  it  does  not 
give  details,  and  yet  there  are  certain  details  relating  to  trans- 
actions which  it  is  desirable  to  record.  Further,  the  debits 
and  credits  resulting  from  a  transaction  are  recorded  in  dif- 
ferent accounts  and  if  an  error  is  made  in  recording  the 
amount  of  one  of  them,  or  if  one  of  them  is  recorded  in  the 
wrong  account  or  on  the  wrong  side  of  an  account,  it  is  very 
difficult  to  find  the  error.  An  illustration  or  two  will  make  this 
plain:  if  James  Madison  purchases  $500.00  worth  of  merchandise 
from  A.  L.  Anderson,  on  account,  the  Purchases  account  should 
be  debited  and  A.  L.  Anderson  credited  for  $500.00.  If  an 
error  is  made,  however,  and  Anderson  is  credited  for  $50.00  in- 
stead of  $500.00,  when  a  Trial  Balance  is  taken  and  it  is  found 
that  the  debits  and  credits  are  not  equal,  it  will  be  very  difficult 
to  find  the  error.  If  James  Madison  sells  merchandise  valued  at 
$200.00  to  Henry  James  on  account,  the  account  with  Henry  James 
should  be  debited  and  Sales  account  credited  with  $200.00.  If  an 
error  is  made  and  the  account  with  William  James  is  debited  instead 
of  the  account  with  Henry  James,  the  former  will  object  when  a 
bill  for  payment  is  submitted  to  him.  because  he  is  charged  with 
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merchandise  which  he  did  not  purchase.  From  the  information 
given  in  the  account  it  will  not  only  be  impossible  to  judge  the 
validity  of  his  objection,  but  also  difficult  to  determine  to  whom 
the  charge  should  be  made  if  not  to  him.  It  is  also  quite  difficult 
and  tedious  to  enter  transactions  one  by  one  into  the  accounts  as 
they  take  place,  and  in  a  business  of  considerable  size  this  is  almost 
impossible. 

For  these,  as  well  as  other  reasons  which  it  is  unnecessary 
to  enumerate,  it  is  customary  to  record  transactions  chronologically 
at  the  time  of  their  occurrence  in  certain  records,  frequently  called 
Books  of  Original  Entry.  In  these  records  certain  desired  infor- 
mation with  reference  to  the  transactions  is  given  and  the  accounts 
which  are  to  be  debited  and  credited  as  a  result  of  the  trans- 
actions indicated.  From  time  to  time,  the  debits  and  credits  indi- 
cated in  the  books  of  original  entry  are  'transferred  to  the  ledger 
accounts,  which  in  turn  constitute  the  basis  of  the  accounting 
reports. 

The  Nature  of  Books  of  Original  Entry 

The  nature  and  form  of  the  books  of  original  entry,  and  par- 
ticularly the  nature  of  the  information  recorded  in  them,  is  deter- 
mined largely  by  the  nature  of  the  information  which  it  is  de- 
sired that  the  accounts  provide.  In  turn,  the  number  and  the  na- 
ture of  the  accounts  are  determined  by  the  type  of  information 
needed  in  the  management  of  the  business.  For  this  reason 
the  accounting  reports  and  the  accounts  used  as  a  basis  for  the 
reports  have  been  discussed  before  attempting  to  explain  the  books 
of  original  entry,  which  are  but  means  or  devices  used  to  collect 
and  to  substantiate,  when  necessary,  the  information  recorded  in 
the  accounts.  Various  kinds  of  books  of  original  entry  may  be 
used,  depending  upon  the  size  and  nature  of  the  business.  It  will 
be  the  purpose  of  subsequent  chapters  to  explain  the  construction 
and  use  of  typical  illustrations  of  the  various  kinds.  It  is  the  pur- 
pose of  the  present  chapter  to  explain  certain  primary  principles 
governing  the  use  of  such  records  and  to  illustrate  the  simplest 
type  of  the  books  of  original  entry. 

The  Journal 

The  simplest  type  among  books  of  original  entry  is  one  in  which 
all  the  transactions  of  the  business  are  recorded  in  chronological 
order.     This  book,  usually  known  as  the  Journal,  contains  a  daily 
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record  of  current  transactions.  In  accounting  practice  it  is  cus- 
tomary to  use  several  journals,  recording  only  one  class  of  trans- 
actions in  each,  with  the  exception  of  one  which  serves  as  a  sort 
of  a  general  journal  and  in  which  are  recorded  all  the  trans- 
actions wfiich  can  not  be  recorded  in  the  special  journals.  These 
special  journals  are  frequently  called  records  or  books,  and  are 
usually  identified  by  the  name  of  the  transactions  recorded  in 
them ;  hence,  there  are  cash  books,  sales  books,  purchases  books,  etc. 
Since  the  special  journals  are  called  by  distinctive  titles,  the 
general  journal,  that  is,  the  one  containing  miscellaneous  trans- 
actions, is  frequently  termed  the  journal,  without  any  descriptive 
title,  and  for  brevity  it  will  be  so  called  here. 

Although  in  practice  it  is  not  customary  to  record  all  trans- 
actions in  one  journal,  it  is  thought  best  to  use  but  the  one  book 
of  original  entry  for  purpose  of  illustration  at  this  time.  This 
not  only  tends  to  simplicity,  but  it  also  aids  the  student  to  under- 
stand all  other  books  of  original  entry,  since  they  are  but  modifica- 
tions of  the  journal.  In  subsequent  chapters,  other  books  of  origi- 
nal entry  will  be  explained  and  illustrated. 

Although  the  form  of  the  journal  varies  somewhat,  the  stand- 
ard form  is  ruled  as  follows: 


Standard  Form  of  Journal  Page 

(1)  (2)  (3) 


(4) 


(5) 


The  use  of  the  columns  on  the  standard  form  of  a  journal  page 
is  as  follows: 

(a)  Column  (1)  is  the  folio  column,  in  which  is  inserted  at 
the  time  of  posting  the  page  of  the  ledger  to  which  the  item 
appearing  on  that  line  is  transferred. 

(b)  Column  (2)  is  the  account  column,  in  which  is  written 
the  names  of  the  accounts  which  are  to  be  debited  and  credited. 
The  account  to  be  debited  is  written  first  and  the  account  to  be 
credited  is  written  on  the  line  below  it,  a  little  to  the  right. 

(c)  Column  (3)  is  the  explanation  column,  in.  which  is  ex- 
plained the  nature  of  the  transaction  which  gave  rise  to  the  debits 


Digitized  by  VjOOQLC 


136  Bookkeeping  and  Accounting 

and  credits  to  the  accounts  written  in  the  account  column.  Fre- 
quently the  explanation  is  not  restricted  to  this  column  but  is 
written  under  the  names  of  the  accounts  in  the  account  column 
and  extends  across  both  columns  (2)  and  (3). 

(d)  Column  (4)  is  the  debit  column,  in  which  is  written  the 
amount  which  is  to  be  debited  to  the  account  indicated  in  the 
account  column. 

(e)  Column  (5)  is  the  credit  column,  in  which  is  written  the 
amount  to  be  credited  to  the  account  indicated  in  the  account 
column. 

The  date  of  the  first  transaction  recorded  in  the  journal  is 
written  at  the  top  of  the  page  above  the  ruling,  the  month,  day, 
and  year  being  given.  The  date  of  all  other  transactions  per- 
formed during  the  same  month  is  indicated  by  writing  the  day 
in  the  middle  of  the  journal  page  on  the  line  below  the  last 
transaction. 

Illustration  of  the  Journal 

In  order  to  illustrate  the  use  of  the  journal  as  a  book  of  orig- 
inal entry,  a  few  simple  transactions  are  given.  It  is  not  practical 
to  give  sufficient  transactions  to  represent  the  complete  operations 
of  even  a  small  business,  but  the  following  are  representative  of  the 
kind  of  transactions  which  might  be  performed  by  a  retail  grocery 
store : 

Jan.  1.  G.   B.    Crawford   invested   $4,000.00   cash   in   the   retail 
grocery  business. 
Paid  rent  for  the  month,  $30.00. 

2.  Purchased    office    furniture    and    equipment    for    cash, 

$300.00. 

3.  Purchased  stock  of  groceries  for  cash  from  G.  B.  Brown, 

$3,000.00. 

4.  Paid  $25.00  city  and  state  license  for  one  year. 

5.  Purchased  from  the  Chicago  Wholesale  Grocery  Com- 

pany, on  account,  merchandise  per  invoice*  of  Jan. 
3rd,  $600.00. 
8.  Sold,  on  account,  A.  B.  Hill  per  our  Sales  Order t  No.  1, 
$10.50. 

(Concluded  on  page  1 39) 

*  An  Invoice  is  an  itemized  list  of  merchandise  purchased  as  explained  and 
illustrated  on  pages  199  and  200.  It  is  the  bookkeeper's  record  of  the  items 
purchased. 

+  A  list  of  merchandise  sold  is  an  invoice  but  in  a  retail  business  it  is 
usually  referred  to  as  an  Order  or  Sales  Order.  It  is  the  bookkeeper's  record  of 
the  items  sold. 
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Illustration  No.  7 — Journal — Concluded 

-  Jan.  8.  Sold  the  following  customers  on  account: 
B.  A.  Griswold,  Order  No.  2  .  $12.00 
R.  L.  Greene,  Order  No.  3  .     .     18.00 

11.  Received  for  sundry  cash  sales  to  date  $250.50. 

13.  Purchased,  on  account,  from  the  Quaker  Oats  Co.,  mer- 
chandise per  invoice  of  this  date,  $200.00. 

16.  Sold  to  the  following  customers,  on  account: 
A.  B.  Hill,  Order  No.  4  .     .     .  $13.00 

A.  M.  Chapman,  Order  No.  5  .     16.00 

B.  A.  Griswold,  Order  No.  6    .     20.00 

20.  Purchased,  on  account,  from  the  Washburn-Crosby  Co., 
flour  per  invoice  of  Jan.  18th,  $250.00. 

22.  Received  from  A.  B.  Hill  $10.50,  and  from  B.  A.  Griswold 
$12.00,  each  in  full  of  bill  of  Jan.  8th. 

25.  Paid  the  Chicago  Wholesale  Grocery  Company,  in  pay- 
ment of  goods  purchased  on  January  5th,  $600.00. 

27.  Received  for  sundry  cash  sales  to  date,  $200.00. 

31.  Paid  the  following  expenses  for  the  month:  heat  and 
light,  $6.00;  telephone,  $5.00;  water,  $1.00. 

A  record  of  the  foregoing  transactions  is  given  in  Illustration 
137-139. 
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Posting 

The  purpose  of  the  books  of  original  entry,  as  we  have  seen, 
is  to  serve  as  a  medium  through  which  transactions  are  passed 
on  their  way  to  the  ledger  accounts.  Consequently,  it  is 
necessary  to  transfer  the  debits  and  credits  recorded  in  these 
books  to  the  accounts  to  which  they  pertain.  This  process  of 
transferring  the  debits  and  credits  from  the  journal  and  other 
books  of  original  entry  to  the  accounts  in  the  ledger  is  known 
as  Posting.  In  the  case  of  the  journal,  it  consists  in  transferring 
the  items  in  the  debit  column  to  the  debit  of  the  accounts  indi- 
cated in  the  account  column,  and  transferring  the  items  in  the 
credit  column  to  the  credit  of  the  accounts  likewise  indicated. 
In  order  to  avoid  errors,  it  is  customary  first  to  post  all  debits 
to  the  debit  side  of  the  respective  accounts  and  then  to  post  all 
credits  to  the  credit  side  of  the  respective  accounts. 

Although  there  is  no  stated  time  at  which  posting  must  be  done, 
it  is  desirable  that  it  be  done  at  frequent  intervals.  In  the  case  of 
personal  accounts,  especially  customers'  accounts,  it  is  preferable 
that  the  posting  be  done  daily  so  the  status  of  the  account  can 
be  determined  at  any  time.  The  value  of  the  daily  posting  of 
these  accounts  will  be  explained  in  detail  in  connection  with  the 
sales  and  purchases  records. 

Paging 

When  items  are  posted  from  a  book  of  original  entry  to  the 
ledger;  the  page  of  the  ledger  on  which  the  account  appears  and  to 
which  the  item  is  posted  is  placed  in  the  folio  column  in  the  book  of 
original  entry.  At  the  same  time  the  page  of  the  book  of  original 
entry  from  which  the  item  is  posted  is  placed  in  the  folio  column 
of  the  account.  This  process  of  indicating  the  page  from  which 
and  to  which  an  item  is  transferred  is  known  in  accounting  as 
Paging. 

Illustration  of  Posting 

If  the  entries  recorded  in  the  journal  given  in  Illustration  No.  7 
are  posted  to  accounts,  the  results  will  be  as  in  Illustration  No.  8. 
If  the  student  will  trace  each  entry  from  the  journal  given  in  Illus- 
tration No.  7  to  the  ledger  accounts  illustrated,  it  will  make  quite 
clear  to  him  how  the  process  of  posting  is  performed. 
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Illustration  No.  8 — Ledger — Concluded 

Trial  Balance  of  Crawford's  Ledger 

The  Trial  Balance  of  the  ledger  of  G.  B.  Crawford  is  as  follows : 
Trial  Balance,  January  31,  193. . 

Cash $   506.00 

A.  B.  Hill 13.00 

B.  A.  Griswold 20.00 

R.  L.  Greene 18.00 

A.  M.  Chapman 16.00 

Furniture  and  Fixtures 300.00 

Quaker  Oats  Co $   200.00 

Washburn-Crosby  Co 250.00 

G.  B.  Crawford,  Prop 4,000.00 

Sales 540.00 

Purchases 4,050.00 

Selling  Expenses 25.00 

Administrative  Expenses 42.00 


$4,990.00    $4,990.00 
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Summary 

The  purpose  of  the  foregoing  discussion  is  to  illustrate  the  process 
by  which  transactions  are  recorded  in  books  of  original  entry 
and  then  transferred  to  the  accounts  from  which  the  accounting 
reports  are  made.  It  is  the  intention  of  this  chapter  to  illustrate 
principles  rather  than  practices.  Consequently,  the  journal  has 
been  used  in  order  to  illustrate  the  use  of  books  of  original  entry 
and  their  relation  to  the  accounts.  Journalizing,  in  the  broadest 
sense,  is  a  mental  process  by  which  transactions  are  analyzed  and 
the  debits  and  credits  to  which  they  give  rise  determined.  It  is  a 
process  which  must  take  place,  therefore,  before  a  transaction  can 
be  recorded  intelligently  in  any  record.  The  result  of  this  analysis 
as  reflected  in  the  records  is  shown  more  graphically  in  the  journal 
than  in  the  other  books  of  original  entry  usually  employed,  there- 
fore it  is  used  by  way  of  illustration.  The  application  of  the  prin- 
ciples developed  in  this  chapter  to  other  books  of  original  entry 
is  discussed  and  illustrated  in  the  chapters  immediately  following. 
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QUESTIONS  FOB  CLASS  DISCUSSION 

1 
William  Long,  who  conducts  a  small  retail  store,  has  followed 
the  practice  of  recording  his  transactions  directly  in  his  ledger 
accounts.  He  has  been  unable  to  obtain  a  Trial  Balance  for  sev- 
eral months  and  is  unable  to  locate  the  error.  Several  customers 
claim  that  the  monthly  statements  which  he  has  sent  them  are 
incorrect  and  it  has  been  quite  difficult  for  him  to  locate  the  reasons 
thereof.  He  requests  you  to  explain  how  his  records  may  be  kept 
so  as  to  decrease  the  number  of  such  errors  and  to  make  their  detec- 
tion easier.  What  would  you  recommend  to  him  and  how  would 
you  illustrate  to  him  the  advantages  of  the  method  recommended! 

2 

Mr.  Long  upon  your  recommendation  has  decided  to  use  a  journal 
in  which  to  record  his  transactions  before  they  go  to  the  ledger 
accounts.  He  has  never  used  a  journal  and  is  unfamiliar  with  its 
ruling  and  the  purpose  of  the  various  columns  of  the  standard 
journal  page.  How  would  you  explain  the  use  of  the  standard 
journal  page  to  him? 

3 

It  is  also  necessary  for  you  to  explain  to  Mr.  Long  how  he  may 
transfer  the  items  recorded  in  the  journal  to  the  ledger  accounts. 
Show  by  means  of  illustrations  how  you  would  explain  this  to  him. 

4 
How  often  would  you  suggest  to  Mr.  Long  that  he  post  his 
journal ? 

5 
Assuming  that  customers  frequently  ask  for  the  amount  they 
owe,  what  method  may  be  followed  so  that  their  accounts  will  show 
the  amount  due  at  any  time? 

6 
If  a  customer  disputes  the  amount  of  some  item  shown  in  his 
account  how  can  the  explanation  with  reference  to  this  item  be 
easily  found? 

7 
William  Long,  in  posting  his  journal,  posts  both  the  debit  and 
the  credit  of  each  transaction  before  he  proceeds  to  the  next  trans- 
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action.  He  has  difficulty  in  obtaining  his  Trial  Balance  and  finds 
that  the  cause  of  this  difficulty  is  that  he  occasionally  posts  debit 
items  to  the  credit  of  accounts  and  credit  items  to  the  debit  of 
accounts.  What  method  would  you  suggest  that  he  follow  in  order 
to  eliminate  such  errors! 

8 
The  bookkeeper  of  the  X  Company  is  unable  to  obtain  his  Trial 
Balance.  You  suggest  that  he  total  the  debit  and  credit  columns 
of  each  page  of  his  journal.  He  finds  that  the  total  of  the  debit 
column  and  the  total  of  the  credit  column  on  one  page  do  not  agree. 
What  would  you  suggest  to  him! 

9 

Explain  how  the  year,  month,  and  day  of  the  month  of  the  trans- 
actions recorded  in  the  journal  are  shown. 

10 
The  following  accounts  appear  in  the  ledger  of  James  Brown : 

Cash 


Jan. 

1 
3 

i,oooloo 

60  00 

Jan. 

2 
4 
4 

200 
150 
100 

00 
00 
00 

Furniture  and  Fixtures 

Jan.|  4  | 

•   1    II  H00  II     1    1 

Administrative  Expenses 

M    1 

Jan.  |  4  |  Rent 

1    11  ™lw  11     1    1 

James  Brown,  Proprietor 

1    »    1 

II              1    II     1   B'-iM 

Sales 

.  ]|i,ooojoo 

II                             1         II          1       1|J-|3    1 

Purchases 

|1     50|00 

Jan.  1  2~[ 

1    l"M    II 

i  i 

Analyze  the  entries  in  these  accounts  and  give  the  journal  entries 
which  would  be  necessary  to  record  the  transactions  which  they 
represent. 
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LABORATORY  MATERIAL 

The  purpose  of  the  following  exercises  is  to  give  practice  in 
recording  transactions  in  the  journal  and  in  posting  from  the 
journal ;  also  to  give  further  practice  in  taking  a  Trial  Balance  and 
preparing  the  Balance  Sheet  and  the  Statement  of  Profit  and  Loss. 

Exercise  No.  56 

The  following  represent  certain  transactions  of  J.  B.  Small  dur- 
ing the  month  of  January : 

Jan.     1.  J.  B.  Small  invested  $1,000.00  in  the  retail  grocery  business. 
Paid  for  one  month's  rent  of  store,  $50.00. 

2.  Bought  of  E.  W.  Ryan,  on  account,  merchandise  per  invoice 

of  Jan.  1st,  $76.50. 

3.  Bought  of  Evans  Bros.,  on  account,  merchandise  per  invoice 

of  this  date,  $148.75. 

4.  Sold  R.  A.  Miller,  on  account,  coffee  ^and  floor  per  order 

No.  1,  $15.40. 
6.  Paid  for  advertisement  in  a  local  paper,  $5.00.     (Debit 

selling  expense.) 
8.  Paid  William  Randolph's  salary  as  clerk  for  one  week, 

$12.00. 
10.  Bought  of  A.  H.  James,  for  cash,  merchandise,  $196.00. 

12.  Received  to  date  for  sundry  cash  sales  as  shown  by  cash 

register,  $91.25. 

13.  Paid  E.  W.  Ryan  $76.50,  in  full  of  account. 

16.  Sold  the  Congress  Hotel,  on  account,  merchandise  per  order 

No.  2,  $57.80. 

17.  Sold  L.   T.  Stanley,  on  account,  merchandise  per  order 

No.  3,  $18.60. 

20.  Received  of  R.  A.  Miller,  in  full  of  account,  $15.40. 

21.  Bought  of  Rice  Grocery  Co.,  for  cash,  merchandise  per 

invoice  of  Jan.  19th,  $756.70. 

23.  Bought  of  Roads  &  Moss,  on  account,  merchandise  per 

invoice  of  Jan.  20th,  $276.40. 

24.  Sundry  cash  sales  to  date  as  shown  by  cash  register,  $146.80. 

26.  Sold  R.  A.  Miller,  on  account,  merchandise  per  order  No.  4, 

$49.70. 

27.  Received  from  the  Congress  Hotel,  in  full  of  account,  $57.80. 

30.  Sundry  cash  sales  to  date,  $68.70. 

31.  Paid  William  Randolph  three  weeks'  salary  as  clerk,  $36.00. 
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Instructions:  1.  Enter  the  above  transaction  on  a  loose  sheet 
of  journal  paper.  Each  entry  requires  the  date,  name  of  account 
debited,  name  of  account  credited,  and  a  clear  explanation  of  the 
transaction. 

2.  Open  accounts  on  loose  ledger  paper,  allowing  ten  lines  for 
Cash,  Sales,  and  Purchases  accounts,  and  five  lines  for  each  of  the 
other  accounts,  and  post  the  entries  from  the  journal. 

3.  Take  a  Trial  Balance  on  a  sheet  of  journal  paper. 

4.  Prepare  a  Balance  Sheet  (inventory  of  merchandise  Jan.  31st, 
$1,260.40)  and  a  Statement  of  Profit  and  Loss. 

5.  Preserve  this  exercise  for  future  use. 

Exercise  No.  57 

The  following  represent  certain  transactions  of  William  D.  King 
during  the  month  of  February : 

Feb.     1.  William  D.  King  invested  $1,500.00  cash  in  the  hardware 
business. 
Paid  one  month's  rent,  $60.00. 

2.  Bought  from  Marsh  &  Marsh,  on  account,  merchandise  per 

invoice  of  Feb.  1st,  $184.75. 

3.  Sold  L.  C.  Dixon,  on  account,  merchandise  per  order  No.  1, 

$28.00. 

5.  Paid  Gordon  Long  $272.36,   for   cash   purchase   of  mer- 

chandise. 

6.  Bought  from  Pasket  Hardware  Co.,  on  account,  merchan- 

dise per  invoice  of  Feb.  5th,  $340.80. 
Paid  salary  of  clerk  for  one  week,  $25.00. 

8.  Paid  Marsh  &  Marsh  $100.00,  on  account. 

9.  Sold  Walter  James,  on  account,  merchandise  per  order  No. 

2,  $42.25. 
10.  Bought  from  Morrison  Bros.,  on  account,  merchandise  per 
invoice  of  Feb.  8th,  $285.60. 
Paid  Marsh  &  Marsh,  in  full  of  account,  $84.75. 
12.  Sold  J.  C.  Wilson,  on  account,  merchandise  per  order  No.  3, 
$43.00. 
Cash  sales  to  date,  $380.44. 

15.  Received  $20.00  from  Walter  James,  to  apply  on  account. 

16.  Paid  clerk  for  services,  $25.00. 

17.  Bought  from  Jackson  Bros.,  on  account,  merchandise  per 

invoice  of  this  date,  $311.85. 
Sold  General  Construction  Co.,  on  account,  merchandise 
per  order  No.  4,  $261.00. 
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Feb.  19.  Paid  Pasket  Hardware  Co.  $340.80,  in  full  of  account. 
20.  Paid  Morrison  Bros.  $150-00,  on  account. 

22.  Cash  sales  to  date,  $197.25. 

23.  Sold  Walter  Best,  on  account,  merchandise  per  order  No.  5, 

$150.00. 

24.  Bought  of  Hibbard,  Spencer,  Bartlett  &  Co.,  for  cash,  mer- 

chandise, $820.40. 
Paid  Morrison  Bros.  $100.00,  to  apply  on  account. 
Paid  $25.00,  for  advertising. 

26.  Received  $22.25  from  Walter  James,  in  full  of  account. 

27.  Received  for  cash  sales  to  date,  $187.90. 

Instructions:  Journalize  the  above  transactions,  post  (allow 
fifteen  lines  for  the  Cash  account,  ten  lines  for  the  Sales  and  Pur- 
chases accounts  and  five  lines  for  each  of  the  other  accounts),  take 
a  Trial  Balance,  and  prepare  a  Balance  Sheet  (inventory  of  mer- 
chandise Feb.  28th,  $1,242.70)  and  a  Statement  of  Profit  and  Loss 
as  instructed  at  the  close  of  Exercise  No.  56. 

Exercise  No.  68 

The  following  represent  certain  transactions  of  A.  M.  Chapman 
during  the  month  of  March : 

Mar.    1.  A.  M.  Chapman  invested  $3,000.00  cash  in  the  retail  coal 
business. 
Paid  rent  for  the  month,  $45.00. 

2.  Bought  from  the  Illinois  Coal  Co.,  on  account,  merchandise 

per  invoice  of  Mar.  1st,  $275.00. 
Purchased,  for  cash,  furniture  and  fixtures,  $200.00. 

3.  Sold  J.  S.  Miles,  on  account,  merchandise  per  order  No.  1, 

$32.50. 
Bought  from  Darwin  Coal  Co.,  on  account,  merchandise  per 
invoice  of  this  date,  $225.50. 

5.  Paid  $10.00,  for  telephone  service  for  the  month. 

6.  Bought  from  Black  River  Coal  Co.,  on  account,  merchandise 

per  invoice  of  Mar.  5th,  $370.75. 

7.  Bought  merchandise  for  cash,  $1,500.00. 

8.  Paid  Illinois  Coal  Co.  $100.00,  on  account. 

9.  Sold  Walter  Johnson,  on  account,  merchandise  per  order 

No.  2,  $36.50. 
10.  Received  for  sundry  cash  sales,  $161.05. 

Sold  Curry  Hotel,  on  account,  merchandise  per  order  No.  3, 

$292.50. 
12.  Paid  Illinois  Coal  Co.  $175.00,  in  full  of  ajBgctou^t.(^ 
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Mar.  13.  Sold  J.  S.  Miles,  on  account,  merchandise  per  order  No.  4, 
$19.50. 

15.  Cash  sales  to  date,  $125.00. 

16.  Received  $22.00  from  Walter  Johnson,  on  account. 

17.  Paid  clerk's  salary  for  first  half  of  month,  $30.00. 

19.  Bought  merchandise,  for  cash,  $500.00. 

20.  Paid  Black  Kiver  Coal  Co.  $150.00,  on  account. 

21.  Received  from  J.  S.  Miles,  his  20-day  note  for  $32.50,  to 

apply  on  account. 

22.  Received  $14.50  from  Walter  Johnson,  in  full,  of  balance 

due  on  bill  sold  on  the  9th. 

23.  Sold  Curry  Hotel,  on  account,  merchandise  per  order  No.  5, 

$32.50. 

24.  Bought  from  Darwin  Coal  Co.,  on  account,  merchandise  per 

invoice  of  Mar.  22nd,  $245.43. 
Received  for  sundry  cash  sales,  $141.65. 

26.  Sold  A.  B.  Hill,  on  account,  merchandise  per  order  No.  6, 

$12.00. 

27.  Gave  30-day  note  for  $225.00  to  the  Darwin  Coal  Co.,  to 

apply  on  account. 
Received  $200.00  from  Curry  Hotel,  to  apply  on  account. 

29.  Sold  J.  S.  Miles,  on  account,  merchandise  per  order  No.  7, 

$48.00. 

30.  Received  for  sundry  cash  sales,  $193.60. 

31.  Paid  clerk  hire  $80.00. 

Instructions:  Journalize  the  above  transactions,  post  (allow 
fifteen  lines  for  the  Cash  and  Sales  accounts,  ten  lines  for  Purchases 
account,  and  five  lines  for  each  of  the  other  accounts),  take  a  Trial 
Balance,  and  prepare  a  Balance  Sheet  (inventory  of  merchandise 
Mar.  31st,  $2,380.20)  and  a  Statement  of  Profit  and  Loss  as  instructed 
at  the  close  of  Exercise  No.  56. 

Exercise  No.  59 

The  following  represent  certain  transactions  of  J.  B.  Sprague  for 
the  month  of  May : 

May    1.  J.   B.  Sprague  invested  $2,000.00  in  the  retail  clothing 
business. 
Bought  of  Smith  Bros.,  on  account,  merchandise  per  invoice 

of  this  date,  $219.65. 
Paid  one  month's  rent,  $60.00. 
2.  Bought  of  Cohen  Bros.,  on  account,  merchandise  per  invoice 
of  this  date,  $78.53. 
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May    3.  Sold  C.  D.  Lawrence,  on  account,  merchandise  per  order 
No.  1,  $44.00. 

4.  Bought  of  Hart,  Schaffner  &  Marx,  for  cash,  merchandise 

per  invoice  of  May  2nd,  $225.50. 
Bought  of  the  Chicago  Clothing  Co.,  for  cash,  merchandise, 
$842.76. 

5.  Sold  L.  M.  Hill,  for  cash,  merchandise,  $110.00. 

Sold  C.  H.  Taft,  on  account,  merchandise  per  order  No.  2, 
$62.50. 
7.  Paid  Cohen  Bros.  $78.53,  in  full  for  bill  purchased  on 
the  2nd. 
Sold  Clarence  Hart,  on  account,  merchandise  per  order 
No.  3,  $110.00. 
9.  Bought  of  Hart,  Schaffner  &  Marx,  on  account,  merchan- 
dise per  invoice  of  May  7th,  $172.85. 

10.  Sold  C.  D.  Lawrence,  on  account,  merchandise  per  order 

No.  4,  $88.50. 

11.  Received  $60.00  from  Clarence  Hart,  to  apply  on  account. 

12.  Bought  of  Cohen  Bros.,  on  account,  merchandise  per  in- 

voice of  this  date,  $87.50. 

14.  Received  $62.50  from  C.  H.  Taft,  in  payment  for  bill  sold 

him  on  the  6th. 

15.  Bought  of  Eisenberg  &  Settle,  on  account,  merchandise  per 

invoice  of  May  13th,  $208.23. 

17.  Bought  of  Smith  Bros.,  on  account,  merchandise  per  invoice 

of  this  date,  $170.40. 

18.  Paid  Eisenberg  &  Settle  $208.23,  in  full  for  bill  purchased 

on  the  15th. 
Sold  C.  H.  Taft,  on  account,  merchandise  per  order  No.  5, 
$88.50. 

19.  Sold  Clarence  Hart,  on  account,  merchandise  per  order 

No.  6,  $21.25. 
21.  Received  $30.00  from  C.  D.  Lawrence,  to  apply  on  aocount. 
Received  cash  from  T.  O.  Bales  for  2  suits  of  clothes,  $90.00. 
24.  Paid  Smith  Bros.  $100.00,  to  apply  on  account. 
26.  Received  cash  from  Clarence  Hart  in  full  for  bill  sold  on 

the  19th,  $21.25. 

30.  Paid  Hart,  Schaffner  &  Marx  $172.85,  for  bill  bought  on 

the  9th. 

31.  Paid  bookkeeper's  salary,  $80.00;  clerk's  salary,  $65.00. 
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Instructions:  Journalize  the  above  transactions,  post  (allow 
fifteen  lines  for  the  Cash,  Sales,  and  Purchases  accounts,  and  five 
lines  for  each  of  the  other  accounts),  take  a  Trial  Balance,  and 
prepare  a  Balance  Sheet  (inventory  of  merchandise  May  31st, 
$1,410.30)  and  a  Statement  of  Profit  and  Loss  as  instructed  at  the 
close  of  Exercise  No.  56. 

Exercise  No.  60 

1.  On  loose  journal  paper  record  the  transactions  given  in 
Exercise  No.  45. 

2.  Open  ledger  accounts  as  instructed  at  the  beginning  of  the 
exercise  and  post  the  journal  entries. 

3.  Take  a  Trial  Balance  on  a  sheet  of  journal  paper. 

4.  Compare  the  ledger  accounts  and  the  Trial  Balance  as  obtained 
in  this  exercise  with  the  ledger  accounts  and  Trial  Balance  which 
you  constructed  when  these  same  transactions  were  recorded  directly 
in  the  ledger  in  Exercise  No.  45. 
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CHAPTER  XI 
THE  PURCHASES  AND  SALES  RECORDS 

Need  for  Additional  Records 

In  the  preceding  chapter  the  nature  and  function  of  books  of 
original  entry  and  their  relation  to  the  ledger  accounts  have  been 
discussed  and  the  general  journal  has  been  given  as  an  illustration 
of  such  records.  Although  all  the  transactions  of  a  business  may 
be  recorded  in  the  journal,  it  has  been  found  by  experience  to  be 
inexpedient  to  do  so.  There  are  some  indications  that  in  the 
development  of  accounting  there  was  a  time  when  the  use  of  the 
journal  as  the  only  book  of  original  entry  was  fairly  prevalent. 
Such  a  use  of  the  journal,  however,  has  long  been  out  of  vogue 
in  modern  accounting  practice.  Various  journals  have  been  intro- 
duced, in  each  of  which  transactions  of  a  certain  nature  are  re- 
corded, until  now  the  general  journal  is  used  to  record  only  those 
items  which  can  not  be  recorded  in  any  special  journal.  These 
special  journals  are  used  because  in  every  business  there  are 
certain  transactions  of  the  same  nature  which  are  of  frequent 
occurrence  and  if  they  are  recorded  in  a  separate  journal,  the 
work  of  recording  them  and  also  of  transferring  or  posting  them 
to  the  accounts  is  greatly  reduced.  Not  only  is  the  work  of  record- 
ing and  posting  reduced,  but  more  information  can  be  obtained 
from  the  records  and  this  information  obtained  more  readily.  It 
is  the  purpose  of  the  present  and  the  following  chapters  to  illus- 
trate and  explain  the  use  of  these  additional  journals. 

The  Recording  of  Purchases 

In  all  mercantile  businesses  it  is  necessary  to  make  frequent  pur- 
chases of  merchandise.  If  these  purchases  are  recorded  in  the 
journal  it  is  necessary  in  the  case  of  each  purchase  to  indicate  that 
the  Purchases  account  is  to  be  debited  and  that  some  other  account, 
usually  a  Creditor's  account,  is  to  be  credited.  To  illustrate,  as- 
sume that  the  following  purchases  have  been  made  on  account : 
Jan.  1.  William  Cohagen $300.00 

2.  0.  H.  Robinson 400.00 

3.  E.  II.  Wagner 500.00 

4.  C.  A.  Ankromn 600.00 

153 
Digitized  by  VjOOQLC 


154 


Bookkeeping  and  Accounting 


These  items  may  be  recorded  in  the  journal,  with  explanations 
omitted,  as  follows : 

January  i,  1920 


Purchases 

William  Cohagen 
2 
Purchases 

O.  Robinson 

3 
Purchases 

E.  H.  Wagner 

4 
Purchases 

C.  A.  Ankromn 


00 
00 
00 
00 


When  these  entries  are  posted,  the  ledger  accounts  affected  will 
appear  as  follows: 

Purchases 


1920 
Jan. 

1 
2 
3 
4 

300 
400 
500 
600 

00 
00 
00 
00 

William  Cohagen 

J    1920 
Jan. 

1 

300  00 

O. 

Robinson 

102o| 
Jan.  J  2 

1 

400 

00 

S.  H.  Wagner 

1920  . 
Jan   J  3 

500 

00 

C.  A.  Ankromn 

1 

' 

1920 
Jan. 

4 

1 

600 

00 

It  will  be  noticed  that  by  the  above  method  the  debit  to  the 
Purchases  account  must  be  indicated  each  time,  and  that  when  the 
journal  is  posted  there  will  be  four  separate  items  debited  to  the 
Purchases  account.  If,  however,  the  transactions  with  purchases 
are  not  recorded  in  the  general  journal  where  the  other  transactions 
are  recorded,  but  on  a  separate  page,  the  record  of  these  four  pur- 
chases may  be  somewhat  as  follows: 
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Merchandise  Purchases 


1920 
Jan. 


William  Cohagen 
0.  Robinson 
E.  H.  Wagner 
C.  A,  Ankromn 

Total,  Purchases  Dr. 


Sinae  the  page  is  headed  " Merchandise  Purchases/'  and  nothing 
but  purchases  are  recorded  on  the  page,  it  is  unnecessary  to  write 
"Purchases"  in  connection  with  each  entry,  ot  to  write  the  amount 
of  each  purchase  in  the  amount  column,  since  the  amount  in  each 
case  is  the  same  as  the  credit  to  the  creditor.  In  posting  to  the 
accounts  the  total  of  all  the  items,  or  $1,800.00,  may  be  carried 
to  the  debit  of  the  Purchases  account  with  the  same  result  as 
given  in  the  first  illustration.  The  credits  to  the  accounts  of  the 
creditors  are  made  in  the  same  manner  as  in  the  first  illustra- 
tion; hence,  the  equality  of  debits  and  credits  is  maintained,  since 
there  is  one  debit  made  to  the  Purchases  account  which  is  equal 
to  the  four  credits  posted  to  the  Creditors'  accounts.  When  these 
entries  are  posted,  the  ledger  accounts  affected  will  appear  as 
follows  : 

Purchases 


Jan.    4 


1,80000 

William  Cohagen 


|  Jan.    1 
O.  Robinson 


||  300|00 


Jan.    2 


E.  H.  Wagner 


400  00 


J        J' Jan.  |  3 
C.  A.  Ankromn 


500  00 


Jan.    4 


T« 


eooloo 


The  need  and  advantage  of  a  separate  journal  for  the  recording  of 
purchases  should  be  apparent  to  the  student  from  the  above  illus- 
tration since  its  use  decreases  about  one-half  both  the  work  of 
recording  and  the  work  of  posting.  Of  course,  the  more  numerous 
the  transactions  with  purchases  the  more  advantageous  will  be  the 
special  journal.  It  should  also  be  apparent  that  in  the  case  of  any 
transactions  which  are  of  frequent  occurrence  a  similar  advantage 
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will  be  obtained  by  recording  them  in  a  special  journal.  In  a  mer- 
cantile business  the  transactions  which  are  of  most  frequent  occur- 
rence are  those  with  merchandise  purchased,  with  merchandise  sold, 
with  cash  received,  and  with  cash  paid.  Consequently  these 
transactions  are  usually  not  recorded  in  the  general  journal  as 
described  and  illustrated  in  Chapter  X,  but  are  recorded  in  special 
journals.  It  is  the  purpose  of  the  present  and  the  following  chapters 
to  discuss  and  illustrate  the  records  necessary  to  record  these 
transactions. 

The  Purchases  Journal 

As  explained,  the  purpose  of  the  purchases  journal  is  to 
show  the  purchases  made  and  the  obligations  incurred  to  cred- 
itors. The  record  of  purchases  is  known  by  various  names, 
being  called  " purchases  book,"  "purchases  register/ '  " purchases 
record,"  "invoice  book."  etc.  Whatever  be  the  name,  it  is  by 
its  nature  a  journal,  since  it  affords  a  record  of  transactions  which 
give  their  effect  on  the  ledger  accounts;  hence  it  may  quite 
logically  be  called  a  purchases  journal.  The  purchases  journal  is 
regarded  in  this  discussion  as  a  record  of  purchases  of  merchandise 
only.  In  some  cases  all  purchases  made  by  the  business,  whether 
of  merchandise,  fixed  assets,  or  services,  are  recorded  in  the  same 
journal.  Such  a  record,  however,  is  usually  known  by  some  other 
name,  such  as  accounts  payable  register  or  voucher  register.  For 
the  present  the  purchases  journal  will  be  considered  in  the  re- 
stricted sense  stated  above. 

There  is  some  difference  of  opinion  as  to  whether  cash  purchases 
should  be  recorded  in  the  purchases  journal  or  whether  only  pur- 
chases on  account  should  be  contained  therein,  and  the  cash  pur- 
chases be  recorded  in  the  cash  record  discussed  in  the  following 
chapter.  Usually  cash  purchase^  are  of  rather  infrequent  occur- 
rence and  they  can  more  conveniently  be  recorded  in  the  cash 
record.  There  are  some  cases,  however,  where  it  is  desirable  to 
have  all  purchases  recorded  in  the  purchases  journal,  and  these 
will  be  discussed  in  subsequent  chapters,  but  for  the  present  this 
journal  may  be  regarded  as  a  record  of  purchases  on  account  only. 

Form  of  the  Purchases  Journal 

The  form  of  the  purchases  journal  will  vary,  depending  upon  the 
size  and  nature  of  the  business  and  the  amount  of  the  information 
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which  the  owner  desires  with  reference  to  his  purchases.  The  infor- 
mation usually  desired  with  reference  to  purchases  can  be  obtained 
from  the  form  in  Illustration  No.  9. 

The  following  purchases  of  J.  B.  Hill,  for  the  month  of  January, 
are  shown  recorded  in  the  purchases  journal  in  Illustration  No.  9 : 

Jan.  2.  Bought  of  Klein  Bros.,  City,  terms  account,  merchandise 
per  invoice  No.  1,  dated  Jan.  2nd,  $105.30. 
3.  Bought  of  Atlas  Mills,  Boston,  terms  3/10,  n/30,  mer- 
chandise per  invoice  No.  2,  dated  Jan.  3rd,  $146.50. 
Terms  indicate  3%  discount  if  paid  within  10  days. 
7.  Bought  of  Frazier  &  Frazier,  Chicago,  terms  account, 
merchandise  per  invoice  No.  3,  dated  Jan.  7th,  $220.46. 
12.  Bought  of  L.  P.  Gerald,  New  York,  terms  account,  mer- 
chandise per  invoice  No.  4,  dated  Jan.  12th,  $18.25. 
14.  Bought  of  Lawrenson  Bros.,  City,  terms  30  days,  mer- 
chandise per  invoice  No.  5,  dated  Jan.  14th',  $114.85. 
16.  Bought  of  Berry  &  Benson,  Atlanta,  terms  1/20,  n/60, 
merchandise  per  invoice  No.  6,  dated  Jan.  14,  $225.50. 
23.  Bought  of  C.  O.  Larson,  Detroit,  terms  60  days,  merchan- 
dise per  invoice  No.  7,  dated  Jan.  21st,  $89.50. 
25.  Bought  of  Lauerman  Bros.,  Pittsburgh,  terms  account, 
merchandise   per   invoice   No.   8,    dated   Jan.    22nd, 
$195.00. 


,J*&Jle  !     Account  Credited 


U^S?^t^>€Z^7S ,    /<?>- 


_! 


3 

7 
/& 

>3 


|  AfCjU^ZsT^YT?^ 


Address 


\&a*£ 


r£t>^dL<0^L/ 


Date  of  Invoice 
and  Terms 


^C&wrvZk^  fans/*.  /?*,  "ft  0 


Inv 


Amount 


/  0SJ0 
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/y/„si£- 
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Illustration  No.  9 — Purchases  Journal 
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The  use  of  the  columns  given  in  Illustration  No.  9  is  in  the  main 
apparent.  The  purpose  of  the  second  column  headed  "L.  F."  is  to 
show  the  pages  of  the  ledger  on  which  appear  the  accounts  named  in 
the  '  *  Account  Credited ' '  column.  The  column  headed  * '  Invoice  No. ' ' 
gives  the  number  of  the  invoice  or  bill  received  from  the  creditor. 
As  will  be  explained  fully  in  a  subsequent  chapter,  when  goods  are 
purchased  the  purchaser  receives  from  the  seller  a  written  statement 
showing,  among  other  things,  the  kind,  amount,  and  price  of  the 
goods  purchased.  It  is  from  this  statement  that  the  information 
recorded  in  the  purchases  journal  is  obtained.  These  statements  are 
numbered  consecutively  and  after  being  recorded  in  the  purchases 
journal  are  filed  so  as  to  be  available  for  future  reference,  if 
desired.  The  number  entered  in  the  "Invoice  No."  column  serves 
to  identify  the  invoice  with  the  entry  to  which  it  pertains  in  case 
future  comparisons  are  desired.  Such  comparisons  may  be  desired 
in  case  a  creditor  objects  to  the  amount  paid  him,  or  to  the  terms 
upon  which  he  is  paid,  the  discount  deducted,  etc. 

Sometimes  the  separate  items  of  merchandise  purchased  are  listed 
in  the  purchases  journal  and  the  calculations  indicated,  by  which 
the  total  due  the  creditor  is  determined.  This  requires  much  addi- 
tional labor  and  is  entirely  unnecessary,  for  if  this  information  is 
desired  in  the  future,  and  it  is  very  rarely  that  it  is,  it  can  be  obtained 
from  the  invoice  as  explained  above. 

Posting  from  the  Purchases  Journal 

The  posting  from  the  purchases  journal  consists  in  transferring 
the  separate  items  shown  in  the  "Amount' '  column  to  the  credit  of 
the  accounts  of  the  creditors  indicated  in  the  "Account  Credited" 
column,  and  transferring  the  total  purchases  which  is  obtained  by 
totalling  the  items  in  the  "Amount"  column,  to  the  debit  of  the 
Purchases  account.  The  posting  to  the  Creditors'  accounts  should 
be  done  daily,  if  possible,  so  that  the  status  of  their  accounts  can 
be  obtained  at  any  time  by  reference  to  the  ledger.  Frequently  this 
posting  is  made  at  the  same  time  that  the  entry  is  made  in  the  pur- 
chases journal.  As  previously  explained,  the  entry  is  made  in  the 
purchases  journal  from  the  purchase  invoice,  and  after  the  entry  is 
made,  the  invoice  is  stamped  as  entered  and  then  filed  for  future 
reference.  The  routine  of  this  procedure  will  be  explained  more 
fully  after  the  purchase  invoice  has  been  discussed.  The  total  of 
purchases  is  posted  to  the  Purchases  account  at  the  time  of  taking 
a  Trial  Balance,  usually  monthly.    The  method  of  ruling  the  pur- 
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chases  journal  after  it  has  been  posted,  is  shown  in  Illustration 
No.  9. 

The  Recording  of  Sales 

In  all  mercantile  businesses  many  of  the  transactions,  and  often 
the  majority  of  them,  relate  to  sales  of  merchandise.  If  these  sales 
are  recorded  in  the  journal  it  is  necessary  in  the  case  of  each  sale 
to  indicate  that  the  Sales  account  is  to  be  credited  and  that  some 
other  account,  usually  a  Customer's  account,  is  to  be  debited.  To 
illustrate,  it  may  be  assumed  that  the  following  sales  have  been 
made  on  account: 

Jan.  1.  D.  C.  Brown $250.00 

2.  H.  C.  Page 350.00 

3.  M.  A.  Allen 450.00 

4.  Harvey  Chase 550.00 

These  items  may  be  recorded  in  the  journal,  with  explanations 
omitted,  as  follows : 

January  i,  1920 


D.  C.  Brown 
Sales 

H.   C.  Page 
Sales 

M.  A.  Allen 

Sales 

Harvey  Chase 
Sales 


250 
350 
450 
550 


250 
350 
450 


550  00 


00 
00 
00 


When  these  entries  are  posted  to  the  ledger,  the  accounts  affected 
will  appear  as  follows: 

D.  C.  Brown 


Jan.  I  1 


250|00    || 
H.  C.  Page 


Jan.    2 


350|00 
M.  A.  Allen 


Jan     3 


450J00 
Harvey  Chase 


Jan.    4 


550|00    || 
Sales 


Jan. 
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It  will  be  noticed  that  by  the  foregoing  method,  the  credit  to  the 
Sales  account  must  be  indicated  each  time,  and  that  when  the  journal 
is  posted  there  will  be  four  separate  items  credited  to  the  Sales 
account.  If,  however,  the  transactions  with  sales  are  not  recorded 
with  other  transactions  in  the  general  journal,  but  on  a  separate 
page,  the  record  of  these  four  sales  may  be  somewhat  as  follows: 

Merchandise  Sales 


1920 
Jan. 


D.  C.  Brown 
H.   C.  Page 
M.  A.  Allen 
Harvey  Chase 

Total,  Sales  Cr. 


Since  the  page  is  headed  "Merchandise  Sales,"  and  nothing  but 
sales  are  recorded  on  the  page,  it  is  unnecessary  to  write  "Sales" 
in  connection  with  each  entry,  or  to  write  the  amount  of  each  sale 
in  the  amount  column,  since  the  amount  in  each  case  is  the  same 
as  the  debit  to  the  customer.  In  posting  to  the  accounts  the 
total  of  all  the  items,  $1,600.00,  may  be  carried  to  the  credit  of 
the  Sales  account  with  the  same  result  as  given  in  the  first  illus- 
tration. The  debits  to  the  accounts  of  the  customers  are  made 
the  same  as  in  the  first  illustration,  hence  the  equality  of  debits 
and  credits  is  maintained  in  the  ledger,  since  there  is  one  credit 
made  to  the  Sales  account  which  is  equal  to  the  four  debits  posted 
to  the  Customers'  accounts.  After  these  items  are  posted,  the  ledger 
accounts  affected  will  appear  as  follows : 


T 

D.  C.  Brown 

i    250  J00     j]          1 

1                   II          1 

Jan. 

i  i 

1  n~ 

H.  C.  Page 

i    350|00     1, 

I           1         II         1 

Jan. 

2i 

!    il 

M.  A.  AUen 

1"  T 

Jan. 

3 

1 

1   45o|oO 

1 

1 

| 

Harvey  Chas 

1   55o|oo    || 

e 

"" 

Jan. 

4 

i  i 

1 

11 
1 

Sales 

Jan. 

4 

Digitized  by 

j|  1.600 

GoogI 

00 

e 

The  Purchases  and  Sales  Records 


161 


The  need  and  advantage  of  a  separate  journal  for  the  ^recording 
of  sales  should  be  apparent  to  the  student  from  the  above  illustra- 
tion, since  its  use  decreases  about  one-half  both  the  work  of  record- 
ing and  the  work  of  posting.  Of  course,  the  more  numerous  the 
transactions  with  sales  the  more  advantageous  will  be  the  special 
journal. 

The  Sales  Journal 

The  purpose  of  the  sales  journal  is  to  provide  a  record  of  the  trans- 
actions with  sales.  In  some  businesses  all  sales  of  merchandise  are 
recorded  in  the  journal,  while  in  others  only  sales  on  account  are  so 
recorded.  Usually  in  a  wholesale  business  all  sales  are  recorded  in 
the  sales  journal,  while  in  a  retail  business  only  sales  on  account  are 
recorded  in  the  sales  journal,  the  cash  sales  being  entered  in  the  cash 
record.  One  reason  for  this  is  that  in  a  wholesale  business  few  cash 
sales  are  made  and  these  are  of  fairly  large  amount,  hence  it  is  not 
difficult  to  record  them  in  the  sales  journal  the  same  as  sales  on  ac- 
count, which  of  course  results  in  a  debit  to  the  Customer's  account 
and  a  credit  to  the  Sales  account.  The  cash  received  from  the  cus- 
tomer is  debited  to  the  Cash  account  and  credited  to  the  customer, 
thus  canceling  the  amount  debited  to  his  account  from  the  sales 
journal.  This  method  will  be  more  apparent  if  it  is  assumed  that 
the  Smith  Retail  Grocery  Company,  on  January  1st,  made  a  cash 
purchase  of  $500.00  from  the  Chicago  Wholesale  Grocery  Company. 
The  entries  in  journal  form  on  the  latter 's  book  would  be  as  follows : 

Smith  Retail  Grocery  Company  .    .    $500.00 

Sales $500.00 

Cash 500.00 

Smith  Retail  Grocery  Company    .    .    .      500.00 

When  posted,  the  effect  on  the  accounts  will  be  as  follows : 

Cash 


1920 
Jan. 


500(00 
Smith  Retail  Grocery  Company 
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It  will  be  seen  readily  that  the  result  is  the  same  as  if  one  entry 
had  been  made  debiting  Cash  and  crediting  Sales;  but  in  a  large 
business,  such  as  a  wholesale  house,  the  sales  are  frequently  re- 
corded by  one  person  and  the  cash  received  by  another,  or  even 
if  recorded  by  the  same  person  these  items  are  recorded  at  differ- 
ent times  and  independently  of  each  other,  hence  it  is  more  con- 
venient to  make  the  two  entries  than  to  offset  the  one  against  the 
other.  For  purposes  of  illustration  the  entries  are  shown  in  journal 
form.  Their  effect  on  the  accounts,  however,  is  just  the  same  when 
they  are  recorded  in  the  sales  and  cash  records. 

In  a  retail  business  cash  sales  are  frequent  and  usually  many  of 
them  are  for  small  amounts,  hence  it  would  be  quite  tedious  and  serve 
no  useful  purpose  to  make  the  two  entries  mentioned  above  or  in 
fact  to  even  make  a  separate  entry  for  each  sale.  Consequently,  it 
is  customary  to  total  the  cash  sales  for  the  day  and  make  one  entry 
debiting  Cash  and  crediting  Sales.  This  entry  is  made  in  the  cash 
record  explained  in  the  following  chapter. 

The  sales  record,  like  the  purchases  record,  is  known  by  various 
nameSj  being  called  "sales  record,' '  "sales  register,"  "sales  jour- 
nal," "sales  book,"  etc.  It  is  by  its  nature  a  journal,  since  it  affords 
a  record  of  transactions  which  give  their  effect  on  the  ledger 
accounts,  hence  it  may  quite  logically  be  called  a  sales  journal. 

Form  of  the  Sales  Journal 

The  sales  journal  varies  in  form  even  more  than  the  purchases 
journal,  because  the  information  desired  with  reference  to  sales  is 
more  varied.  In  most  retail  stores,  however,  the  information  desired 
can  be  obtained  from  the  form  given  in  Illustration  No.  10. 

The  following  sales  of  R.  A.  Scott,  for  the  month  of  February, 
are  shown  recorded  in  the  sales  journal  in  Illustration  No.  10: 

Feb.  3.  Sold  S.  S.  Marks,  503  Aurora  St.,  City,  terms  account, 
merchandise  per  order  No.  1,  $49.00. 
8.  Sold  A.  Salee,  Bessemer,  terms  30  days,  merchandise  per 
order  No.  2,  $6.00. 

12.  Sold  L.  M.  Mason,  Wakefield,  terms  2/10,  n/30,  mer- 
chandise per  order  No.  3,  $7.00. 

14.  Sold  G.  L.  Ramsey,  818  Cary  St.,  City,  terms  60  days, 
merchandise  per  order  No.  4,  $80.00. 

18.  Sold  T.  H.  Thomas,  218  Norris  St.,  City,  terms  account, 
merchandise  per  order  No.  5,  $5.50. 
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Feb.  20.  Sold  Davis  &  Fehr,  222  Main  St.,  City,  terms  1/30,  n/60, 
merchandise  per  order  No.  6,  $5.00. 
23.  Sold  John  T.  Larson,  Watersmeet,  terms  20  days,  mer- 
chandise per  order  No.  7,  $16.00. 

27.  Sold  J.  C.  Watson,  365  Ayer  St.,  City,  terms  account, 

merchandise  per  order  No.  8,  $10.00. 

28.  Sold  Joe  Tolan,  291  Ashland  Ave.,  City,  terms  account, 

merchandise  per  order  No.  9,  $40.00. 


-^&£7*XsC*€ls7*y.  /f%~ 


Date 


f 
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9* 


IF 


Account  Debited 
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Address 


^      Amount 
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Illustration  No.  10 — Sales  Journal 


Taking  into  consideration  the  explanations  given  with  reference 
to  the  general  journal  and  the  purchases  journal,  the  use  of  the 
columns  in  the  above  form  should  be  self-evident. 

Sometimes  the  individual  items  of  goods  sold,  as  well  as  the  price 
of  the  same,  are  copied  in  the  sales  journal.  This  requires  much 
additional  work  and  serves  no  particular  purpose.  When  goods 
are  sold,  the  seller  makes  out  a  statement  giving  the  quantity  of 
each  item,  the  price  of  the  same,  the  total  of  each  item,  and  the 
value  of  all  items.  This  statement,  which  is  usually  called  a  bill 
or  invoice,  is  made  in  duplicate ;  one  copy  is  retained  by  the  seller 
and  from  this  copy  the  entry  in  the  sales  journal  is  made.  It  is 
numbered  and  filed  so  it  can  be  easily  obtained  if  desired.  If  it  is 
necessary  at  any  time  to  know  the  details  given  on  the  invoice 
they  can  be  obtained  readily  from  the  filed  copy  of  the  bill,  hence 
it  is  unnecessary  to  record  these  details  in  the  sales  journal. 
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Posting  from  the  Sales  Journal 

The  posting  from  the  sales  journal  consists  (1)  in  transferring  the 
separate  items  shown  in  the  "  Amount' '  column  to  the  debit  of  the  ac- 
counts of  the  customers  indicated  in  the  "Account  Debited"  column 
and  (2)  transferring  the  total  sales  which  is  obtained  by  totalling 
the  items  in  the  "  Amount* '  column  to  the  credit  of  the  Sales  account. 
The  debits  to  the  accounts  of  the  customers  should  be  made  daily, 
if  possible,  so  that  the  status  of  their  accounts  can  be  obtained  at 
any  time.  In  the  case  of  a  wholesale  business  where  customers  from 
time  to  time  are  purchasing  large  bills  on  account  this  is  especially 
important.  Whether  or  not  the  one  responsible  for  granting  credit 
to  customers  will  permit  a  further  granting  of  credit  will  depend  to 
a  considerable  degree  upon  the  amount  now  owed  by  the  customer 
and  the  promptness  of  past  payments.  He  will  expect  to  obtain 
this  information  from  the  accounts,  but  if  all  the  charges  to  the 
customer  have  not  been  posted  he  may  be  deceived  by  what  the 
account  shows.  The  total  of  the  sales  is  posted  to  the  Sales  account 
at  the  time  the  Trial  Balance  is  made,  usually  monthly.  The  method 
of  ruling  the  sales  journal  after  it  has  been  posted  is  shown  in 
Illustration  No.  10. 
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QUESTIONS  FOB  CLASS  DISCUSSION 

1 
The  Yorktown  Creamery  Company  buys  its  milk  and  cream  from 
various  farmers.  The  farmers  send  their  milk  and  cream  to  the 
company  daily,  but  do  not  collect  for  it  until  the  end  of  the 
month.  It  is  necessary,  therefore,  for  the  company  to  make  daily 
credits  to  the  individual  accounts  of  the  farmers.  At  present  they 
record  all  transactions  in  a  general  journal.  As  a  consequence, 
numerous  entries,  such  as  the  .following,  are  made  in  the  journal 
each  day: 

Purchases $3.25 

James  Johnson $3.25 

Purchases 4.00 

Fred  Anderson 4.00 

Purchases 3.75 

John  Long 3.75 

The  manager  of  the  Yorktown  Creamery  Company  asks  you  to 
devise  a  method  which  will  eliminate  the  necessity  of  making  a  debit 
to  purchases  each  time  milk  or  cream  is  purchased,  which  in  turn 
calls  for  as  many  postings  to  the  Purchases  account.  Explain  the 
method  which  you  would  recommend. 

2 

About  how  much  does  the  method  you  recommend  to  the  York- 
town  Creamery  Company  reduce  the  labor  involved  in  recording  its 
purchases  and  in  posting? 

3 

The  bookkeeper  of  the  Yorktown  Creamery  Company  can  not  see 
how  the  equality  of  debits  and  credits  is  maintained  when  the  pur- 
chases journal  is  used.    How  would  you  explain  and  illustrate  thisf 

4 
The  Scott  &  Howe  Lumber  Company  has  a  purchases  register; 
the  Twin  City  Bottling  Works  has  a  purchases  record ;  the  Warren 
Clothing  Company  has  a  purchases  book;  and  the  Ames  Wholesale 
Company  has  a  purchases  journal.    Explain. 

5 
The  Yorktown  Creamery  Company  purchases  a  typewriter  for 
office  use.    Should  this  purchase  be  recorded  in  its  purchases  journal? 
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6 

How  are  cash  purchases  recorded! 

7 
The  bookkeeper  of  the  Brown  Company  has  an  entry  in  his  pur- 
chases journal  which  he  thinks  is  incorrect.    How  can  he  find  the 
copy  of  the  invoice  from  which  he  made  the  entry! 

8     ' 
Explain  how  the  purchases  journal  is  posted. 

9 
Explain  the  advantages  of  the  sales  journal  as  a  means  of  record- 
ing sales. 

10 
What  is  the  essential  information  to  be  recorded  in  the  sales 
journal  f 

11 
The  Chicago  Wholesale  Company  sells  $500.00  worth  of  merchan- 
dise for  cash  to  the  St.  Louis  Retail  Dry  Goods  Company.    Explain 
how  this  transaction  would  be  recorded. 

12 
The  St.  Louis  Retail  Dry  Goods  Company  sells  $25.00  worth  of 
merchandise  for  cash  to  Henry  Jackson.    Explain  how  this  trans- 
action would  be  recorded.    Why  is  this  transaction  recorded  differ- 
ently from  the  transaction  given  in  Question  No.  11 1 

13 

By  what  different  names  may  the  record  of  sales  be  known  f 

14 
E.  C.  Williams  comes  into  the  clothing  store  of  Ralph  O'Connor 
and  asks  the  amount  of  his  indebtedness.  O'Connor  looks  at  Wil- 
liams' ledger  account  and  tells  him  he  owes  $16.00.  Williams  pays 
the  amount  and  leaves.  At  the  end  of  the  month  when  O'Connor 
posts  his  books  he  finds  that  Williams  owes  him  $4.00,  which  did  not 
show  in  his  account  at  the  time  he  made  the  above  payment.  What 
should  O'Connor  do  to  avoid  such  errors  as  the  above t 


15 

Explain  how  the  sales  journal  is  posted. 
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LABORATORY  MATERIAL 

The  purpose  of  the  following  exercises  is  to  give  practice  in  re- 
cording transactions  in  the  purchases  and  sales  journals,  posting 
from  these  books,  and  to  give  further  practice  in  taking  a  Trial 
Balance : 

Exercise  No.  61 

The  following  are  the  purchases  of  H.  A.  Cosgrove  for  the  month 
of  February : 

Feb.  1.  Bought  of  L.  S.  Lyon  &  Co,.,  46  Broad  St.,  City,  terms 

2/10,  n/30,  merchandise  per  invoice  No.  15,  dated 

Feb.  1st,  $300.00. 
6.  Bought  of  A.  M.  Chapman,  300  Locust  St.,  St.  Louis, 

terms  1/10,  n/20,  merchandise  per  invoice  No.  16, 

dated  Feb.  4th,  $350.00. 
10.  Bought  of  B.  R.  Taylor,  Detroit,  terms  30  days,  merchan- 
dise per  invoice  No.  17,  dated  Feb.  8th,  $890.00. 
20.  Bought    of    O.    T.    Gooch   &   Co.,   Middletown,    terms 

account,  merchandise  per  invoice  No.  18,  dated  Feb. 

19th,  $287.00. 
25.  Bought  of  Pipken  Bros.,  Little  Rock,  terms  60  days, 

merchandise  per  invoice  No.  19,  dated  Feb.  23rd, 

$380.00. 
28.  Bought  of  Levy  &  Mayer,  Kansas  City,  terms  1/10,  n/20, 

merchandise  per  invoice  No.  20,  dated  Feb.  26th, 

$430.50. 

Instructions:  1.  Rule  a  sheet  of  paper  similar  to  Illustration 
No.  9  and  make  the  entries  for  the  above  transactions. 

2.  Post  these  entries,  using  a  loose  sheet  of  ledger  paper;  allow 
five  lines  for  each  account. 

3.  Take  a  Trial  Balance. 

Exercise  No.  62 
The  following  are  the  purchases  of  A.  J.  Sturges  for  the  month 
of  March : 

Mar.  2.  Bought  of  Wolverine  Shoe  Co.,  Milwaukee,  terms  account, 
merchandise  per  invoice  No.  12,  dated  Feb.  27th, 
$490.25. 
3.  Bought  of  Bradley  &  Metcalf,  Chicago,  terms  10  days, 
merchandise  per  invoice  No.  13,  dated  Mar.  2nd, 
$381.50. 
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Mar.  4.  Bought  of  M.  S.  Hall,  St.  Louis,  terms  30  days,  merchan- 
dise per  invoice  No.  14,  dated  Mar.  3rd,  $165.37. 
18.  Bought  of  Wolverine  Shoe  Co.,  terms  account,  merchan- 
dise per  invoice  No.  15,  dated  Mar.  15th,  $98.63. 

25.  Bought  of  Bradley  &  Metcalf,  terms  30  days,  merchan- 

dise per  invoice  No.  16,  dated  Mar.  20th,  $128.90. 

26.  Bought  of  Evans  Shoe  Co.,  Boston,  terms  1/10,  n/30, 

merchandise  per  invoice  No.  17,  dated  Mar.  20th, 
$78.50. 
o±.  Bought  of  O.  L.  Harlan,  New  York,  terms  2/30,  n/60, 
merchandise  per  invoice  No.  18,  dated  Mar.  21st, 
$127.35. 
Bought  of  M.  S.  Hall,  terms  on  account,  merchandise  per 
invoice  No.  19,  dated  Mar.  22nd,  $135.20. 

Instructions:    Follow  instructions  given  at  the  close  of  Exercise 
No.  61. 

Exercise  No.  63 

The  following  are  the  sales  of  A.  B.  Clarke  for  the  month  of 
January : 

Jan.  1.  Sold  B.  G.  Moulton,  5644  Kenwood  St.,  City,  terms  ac- 
count, merchandise  per  order  No.  1,  $18.40. 
3.  Sold  R.  M.  Askin,  1642  Missouri  St.,  City,  terms  account, 

merchandise  per  order  No.  2,  $14.60. 
6.  Sold  A.  B.  Miller,  1840  Jefferson  St.,  City,  terms  30  days, 

merchandise  per  order  No.  3,  $13.80. 
9.  Sold  Robt.  A.  Grant,  1648  Russell  St.,  City,  terms  60  days, 
merchandise  per  order  No.  4,  $9.20. 
18.  Sold  M.  Hinssen,  1719  Chase  Ave.,  City,  terms  1/10,  n/30, 

merchandise  per  order  No.  5,  $4.80. 
24.  Sold  O.  L.  Laws,  4268  Kimbark  Ave.,  City,  terms  account, 

merchandise  per  order  No.  6,  $3.40. 
30.  Sold  A.  Law,  1460  University  Ave.,  City,  terms  2/30, 
n/60,  merchandise  per  order  No.  7,  $3.60. 

Instructions:     1.  Rule  a  sheet  of  paper  similar  to  Illustration 
No.  10  and  make  the  entries  for  the  above  transactions. 

2.  Post  these  entries,  using  a  loose  sheet  of  ledger  paper;  allow 
five  lines  for  each  account. 

3.  Take  a  Trial  Balance. 
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Exercise  No.  64 

The  following  are  the  sales  of  A.  J.  Sturges  for  the  month  of 
March : 

Mar.  1.  Sold  J.  C.  Williams,  215  North  St.,  City,  terms  account, 
merchandise  per  order  No.  17,  $11.00. 
4.  Sold  A.  B.  Clifford,  Saxon,  terms  30  days,  merchandise 

per  order  No.  18,  $5.25. 
9.  Sold  B.  L.  Dobell  &  Co.,  Knoxville,  terms  20  days,  mer- 
chandise per  order  No.  19,  $23.00. 

12.  Sold  L.  A.  Ring,  Watertown,  terms  2/10,  n/30,  merchan- 
dise per  order  No.  20,  $4.00. 

15.  Sold  L.  W.  Pierce,  Saxon,  terms  30  days,  merchandise 
per  order  No.  21,  $10.00. 

18.  Sold  K.  C.  Best,  105  Main  St.,  City,  terms  10  days,  mer- 
chandise per  order  No.  22,  $9.00. 

21.  Sold  J.  D.  Maxwell,  1121  Delta  Ave.,  City,  terms  account, 
merchandise  per  order  No.  23,  $8.00. 

26.  Sold  A.  C.  Sheep,  Clinton,  terms  30  days,  merchandise 
per  order  No.  24,  $6.00. 

Instructions:    Follow  instructions  given  under  Exercise  No.  63. 


Exercise  No.  66 

The  following  are  the  sales  and  purchases  made  on  account  by 
C.  A.  Arnold  during  the  month  of  May : 

May  2.  Bought  of  Moore  &  Moore,  City,  terms  10  days,  merchan- 
dise per  invoice  No.  1,  dated  April  28th,  $496.81. 

3.  Bought  of  Pickering  Hardware  Co.,  Cincinnati,  terms  10 

days,  merchandise  per  invoice  No.  2,  dated  May  2d, 
$387.65. 
Sold  E.  M.  Miller,  507  Gay  St.,  City,  terms  account,  mer- 
.  chandise  per  order  No.  1,  $7.50. 

4.  Bought  of  Johnson  Bros.,  St.  Louis,  terms  30  days,  mer- 

chandise per  invoice  No.  3,  dated  May  3d,  $91.42. 
Sold  William  A.  Wallace,  Evanston,  terms  30  days,  mer- 
chandise per  order  No.  2,  $5.25. 
6.  Bought  of  Cline  Hardware  Co.,  Detroit,  terms  30  days, 
merchandise   per   invoice   No.   4,   dated   May   4th, 
$168.42. 
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May  9.  Sold  J.  C.  Wilson  &  Co.,  Hamilton,  terms  30  days,  mer- 
chandise per  order  No.  3,  $33.10. 

12.  Sold  Q.  L.  Frye,  29  Main  St.,  City,  terms  account,  mer- 
chandise per  order  No.  4,  $2.50. 

15.  Sold  Henry  Mason,  Pittsburgh,  terms  account,  merchan- 
dise per  order  No.  5,  $9.15. 

18.  Bought  of  Evans  Bros.,  Philadelphia,  terms  30  days,  mer- 
chandise per  invoice  No.  5,  dated  May  15th,  $987.35. 
Sold  D.  T.  Sinton,  Uniontown,  terms  20  days,  merchan- 
dise per  order  No.  6,  $8.45. 

21.  Sold  D.  P.  Lewis,  310  Chestnut  St.,  City,  terms  account, 
merchandise  per  order  No.  7,  $5.00. 

25.  Bought  of  Belknap  Hardware  Co.,  Albany,  terms  30  days, 

merchandise   per  invoice  No.   6,   dated  May  20th, 
$462.85. 

26.  Sold  Q.  L.  Prye>  terms  account,  merchandise  per  order 

No.  8,  $6.00. 
Bought  of  Cline  Hardware  Co.,  terms  30  days,  merchan- 
dise per  invoice  No.  7,  dated  May  24th,  $785.00. 

30.  Sold  D.  P.  Lewis,  terms  account,  merchandise  per  order 

No.  9,  $6.90. 

31.  Bought  of  Pickering  Hardware  Co.,  terms  account,  mer- 

chandise per  invoice  No.  8,  dated  May  21st,  $432.50. 
Bought  of  Johnson  Bros.,  terms  30  days,  merchandise  per 
invoice  No.  9,  dated  May  22d,  $356.00. 

Instructions:  Enter  the  above  transactions  in  the  purchases  and 
sales  journals,  post  from  each  book  (allow  eight  lines  for  Cash, 
Sales,  and  Purchases  accounts,  and  five  lines  for  each  of  the  other 
accounts),  and  take  a  Trial  Balance. 

Preserve  this  exercise  for  future  use. 
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CHAPTER  XII 
THE  CASH  RECORD 

The  Recording  of  Cash  Receipts 

In  every  business  of  material  size  there  are  frequent  transactions 
with  cash  receipts.  If  these  transactions  are  recorded  in  the  jour- 
nal, it  is  necessary  in  the  case  of  each  transaction  to  indicate  that 
the  Cash  account  is  to  be  debited  and  that  some  other  account  indi- 
cating the  source  of  the  cash  is  to  be  credited.  To  illustrate,  assume 
that  the  following  transactions  with  cash  receipts  have  been  per- 
formed : 

Jan.  1.  Received  from  J.  P.  Adams  $280.00,  to  apply  on  account. 

2.  Received  from  H.  L.  King  $340.00,  in  payment  of  his 

30-day  note. 

3.  Received  from  A.  L.  Elliott  $160.00,  to  apply  on  account. 

4.  Received  from  a  cash  sale,  $476.00. 

Omitting  the  explanations,  these  transactions  may  be  recorded  in 
the  journal  as  follows : 

January  i,  1920 


Cash 

280 

00 

J.  P.  Adams 

280 

00 

2 

Cash 

340 

00 

Notes  Receivable 

340 

00 

3 

Cash 

160 

00 

A.  L.  Elliott 

160 

00 

4 

Cash 

476 

00 

< 

Sales 

476 

00 

When  these  entries  are  posted,  the  ledger  accounts  aff&ted  will 
appear  as  follows : 

Cadi 


280  ( 
171 
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Notes  Receivable 


1920 
Jan. 


A.  L.  Elliott 


340 


00 


1920 
Jan. 


476 


00 


It  will  be  noticed  that  when  these  transactions  are  recorded  in 
the  journal  the  debit  to  the  Cash  account  must  be  indicated  each 
time,  and  that  when  the  journal  is  posted,  there  are  four  separate 
items  debited  to  the  Cash  account.  If,  however,  the  transactions 
with  cash  receipts  are  not  recorded  with  the  other  transactions  in 
the  general  journal,  but  on  a  separate  page,  the  record  of  these  four 
transactions  may  be  as  follows: 

Cash  Receipts 


1020 

Jan. 

1 

J.  P.  Adams 

280 

00 

2 

Notes  Receivable 

340 

00 

3 

A.  L.  Elliott 

160 

00 

4 

Sales 

Cash,  Dr. 

476 

00 

t 1 

1,256 

00 

Since  the  page  is  headed  "Cash  Receipts,"  and  nothing  but  cash 
receipts  are  recorded  on  the  page,  it  is  unnecessary  to  write  "Cash" 
in  connection  with  each  entry,  or  to  write  the  amount  of  the  cash 
received  in  the  amount  column,  since  the  amount  received  in  each 
case  is  the  same  as  the  credit  to  the  other  account  affected  by 
the  transaction.  In  posting  to  the  accounts  the  total  of  all  the 
items,  $1,256.00,  is  carried  to  the  debit  of  the  Cash  account  with 
the  same  result  as  when  the  four  separate  items  are  posted  from  the 
journal  as  given  in  the  first  illustration.  The  credits  to  the  accounts 
affected  are  made  the  same  as  when  posted  from  the  journal,  hence 
the  equality  of  debits  and  credits  is  maintained  in  the  ledger,  since 
there  is  one  debit  to  the  Cash  account  which  is  equal  to  the  four 
credits  made  to  the  separate  accounts. 

After  these  entries  are  posted,  the  accounts  affected  are  as  follows : 


Cash 


1920 
Jan, 


1,256 


00 
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J.  P.  Adams 


1920 
Jan. 


1 


280  00 


Notes  Receivable 


1020 
Jan. 


A.  L.  Elliott 


240 


00 


1920 
Jan. 


160  00 


Sales 


1020 
Jan. 


476 


00 


The  Cash  Receipts  Journal 

The  need  and  advantage  of  a  separate  journal  for  the  recording 
of  cash  receipts  should  be  apparent  from  the  above  illustration, 
since  it  reduces  about  one-half  both  the  work  of  recording  and  the 
work  of  posting.  The  purpose  of  the  cash  receipts  journal  is  to 
provide  a  record  of  all  cash  received.  Cash  received  from  all  sources, 
regardless  of  its  form,  is  recorded  in  this  journal.  Usually  a  separate 
entry  is  made  for  each  transaction  involving  the  receipt  of  cash. 
In  some  cases,  however,  where  on  the  same  date  there  are  several 
transactions  of  the  same  kind,  as  the  cash  sales  of  a  mercantile 
store,  these  transactions  may  be  combined  and  one  entry  made  for 
the  total. 


Form  of  the  Cash  Receipts  Journal 

The  form  of  the  cash  receipts  journal,  like  the  form  of  all  the 
other  books  of  original  entry,  varies  considerably,  depending  upon 
the  nature  and  number  of  the  transactions  which  are  to  be  recorded 
in  it.  A  simple  form  suitable  for  a  small  mercantile  store  may  be 
ruled  as  in  the  illustration  below : 

Cash  Receipts 


Date 


L.F. 


Account  Credited 


Explanation 


Amount 


Total  Cash 
Debited 


1020 
'Jan.  1 
2 
10 
15 
22 
28 
30 


H.  L.  Cogahen 

A.   B.   HiU 

Notes  Receivable 

E.  C.  Cline 

Sales 

J.  B.  King 

Sales 

Cash.  Dr. 


Investment 

In  Full  of  Account 

J.B.King,note  12/10 

On  Account 

Cash  Sales 

On  Account 

Cash  Sales 


5,000 


80  00 

110  00 

90  00 


300 


140 


00 


00 


70  00 


00 


5,790  00 


Illustration  of  Cash  Receipts  Journal 
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Posting  from  the  Cash  Receipts  Journal 

The  posting  from  the  cash  receipts  journal  consists  in  transfer- 
ring the  separate  items  shown  in  the  "  Amount* '  column  to  the  credit 
of  the  accounts  indicated  in  the  "Account  Credited* '  column,  and 
transferring  the  total  cash  received  which  is  obtained  by  totalling 
the  items  in  the  "Amount' '  column  to  the  debit  of  the  Cash  account. 

Each  amount  entered  in  the  "Amount"  column  is  posted  to  the 
credit  side  of  the  account  written  on  the  same  line  with  it,  this  post- 
ing being  done  daily.  At  the  end  of  the  month,  or  when  a  Trial 
Balance  is  to  be  taken,  the  total  of  cash  receipts  is  posted  to  the 
debit  side  of  the  Cash  account  in  one  amount. 


The  Recording  of  Cash  Payments 

In  every  business  of  material  size  there  are  frequent  transactions 
with  cash  disbursements.  If  these  transactions  are  recorded  in  the 
journal,  it  is  necessary  in  the  case  of  each  transaction  to  indicate 
that  the  Cash  account  is  credited  and  some  other  account  debited. 
To  illustrate,  assume  that  the  following  transactions  witji  cash  dis- 
bursements have  been  performed : 

Jan.  1.  Paid  G.  B.  Monroe  $176.00,  to  apply  on  account. 

2.  Paid  rent  for  the  month,  $80.00. 

3.  Paid  salary  of  clerk  for  one  week,  $30.00. 

4.  Paid  B.  E.  Riley  $290.00,  in  payment  of  30-day  note  due 

on  this  date. 

Omitting  the  explanations,  these  transactions  may  be  recorded  in 
the  journal  as  follows : 

January  i,  1910 


G.  B.  Monroe 
Cash 


2 


Administrative    Expenses 
Cash 

3 
Selling   Expenses 
Cash 

4 
Notes  Payable 
Cash 


176 


00 


80  00 


30 
290 


176 


00 


80  00 

3000 

290  00 


When  these  entries  are  posted,  the  ledger  accounts  affected  will 
appear  as  follows: 

0.  B.  Monroe 


1920 
Jan.    1 


17600 


Digitized  by 


Goog 


The  Cash  Record 


175 


Administrative  Expenses 


1020 
Jan. 


80  00 


Selling  Expenses 


1020 
Jan. 


30  00 
Notes  Payable 


1020 
Jan. 


1     20000 

l  i 


Cash 

1920 

Jan. 

1 
2 

176 

80 

00 
00 

3 

30  00 

4 

200  00 

It  will  be  noticed  that  when  these  transactions  are  recorded  in 
the  journal  the  credit  to  the  Cash  account  must  be  indicated  each 
time,  and  that  when  the  journal  is  posted  there  are  four  separate 
items  credited  to  the  Cash  account.  If,  however,  the  transactions 
with  cash  disbursements  are  not  recorded  with  the  other  trans- 
actions in  the  general  journal,  but  on  a  separate  page,  the  record 
of  these  four  transactions  may  be  as  follows : 

Cash  Disbursements 


1920 
Jan 


G.  B.  Monroe 
Administrative 
Selling  Expenses 
Notes  Payable 

Cash  Credit 


176 
80 
30 

290 


576 


00 
00 
00 
00 


00 


Since  the  page  is  headed  "Cash  Disbursements,"  and  nothing 
but  cash  payments  are  recorded  on  the  page,  it  is  not  necessary  to 
write  "Cash'/  in  connection  with  each  entry,  or  to  write  the  amount 
of  the  cash  paid  in  the  amount  column,  since  the  amount  in 
each  case  is  the  same  as  the  debit  to  the  other  account  affected 
by  the  transaction.  In  posting  to  the  accounts  the  total  of  all 
the  items,  $576.00,  is  transferred  to  the  credit  of  the  Cash  account 
with  the  same  result  as  when  the  four  separate  items  are  posted 
from  the  journal  as  in  the  first  illustration.  The  debits  to  the 
accounts  affected  are  made  the  same  as  when  posted  from  the 
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journal,  hence  the  equality  of  debits  and  credits  is  maintained  in 
the  ledger,  since  there  is  one  credit  to  the  Cash  account  which  is 
equal  to  the  four  debits  made  to  the  separate  accounts. 

After  these  entries  are  posted,  the  accounts  affected  are  as  follows : 


6. 

B.  Monroe 

1920 
Jan. 

1 

176  00 

1 

Administrative  Expenses 

1920  j 
Jan.  j  2 

1 

j      80 

00 

| 

Selling  Expenses 

1920 
Jan. 

3 

30 

00 

1 
1 

Notes  Payable 

1920 
Jan. 

4 

ii 

J]    290 

00 

r 

1 

i 

Cash 

1 

1920 
Jan. 

4 

- 

576  00 

The  Cash  Disbursements  Journal 

The  need  and  advantage  of  a  separate  journal  for  the  recording 
of  cash  payments  should  be  apparent  to  the  student  from  the  above 
illustration,  since  its  use  decreases  about  one-half  both  the  work  of 
recording  and  the  work  of  posting. 

The  purpose  of  the  cash  disbursements  journal  is  to  provide  a 
record  of  cash  paid.  All  cash  payments,  regardless  of  the  form  in 
which  made,  are  recorded  in  this  journal.  Usually  a  separate  entry 
is  made  for  each  transaction  involving  the  payment  of  cash.  In  some 
cases,  however,  where  frequent  payments  are  made  for  the  same 
purpose  on  the  same  date,  they  may  be  entered  as  a  total.  For 
instance,  in  a  mercantile  store  where  frequent  cash  purchases  of 
produce  are  made  on  the  same  day,  these  payments  may  be  entered 
in  total. 


Form  of  the  Cash  Disbursements  Journal 

The  form  of  the  cash  disbursements  journal,  like  the  form  of  all 
the  other  books  of  original  entry,  varies  considerably,  depending 
upon  the  nature  and  number  of  the  transactions  which  are  to  be 
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recorded  in  it.    A  simple  form  suitable  for  a  small  mercantile  store 
may  be  ruled  as  in  the  illustration  below. 

Cash  Disbursements 


Total  Cash 

Date 

L.F. 

Account  Debited 

Explanation 

Amount 

Credited 

1020 

Jan.     1 

Selling  Expenses 

City  License 

50 

00 

3 

Delivery  Equip. 

Auto  Truck 

1,000 

00 

3 

Furniture  and  Fix. 

Type.,  Desk  and  Chair 

200 

00 

8 

Administrative   Ex. 

Office  Salaries 

100 

00 

12 

Selling  Expenses 

Ad  in  Local  Paper 

20 

00 

)8 

Purchases 

J.  M.  Gray,  for  Cash 

400 

00 

24 

Administrative  Ex. 

Office  Salaries 

100 

00 

26 

i  E.  H.  White 

Invoice  12/25 

250 

00 

30 

0.  P.  King 

Invoice  1/10 

480 

00 

31 

Selling  Expenses 
Cash  Cr. 

Delivery  Expenses 

50 

00 

2,650 

31 

00 

Illustration  of  Cash  Disbursements  Journal 


Porting  from  the  Cash  Disbursements  Journal 

The  posting  from  the  cash  disbursements  journal  consists  in 
transferring  the  separate  items  shown  in  the  l 'Amount' '  column  to 
the  debit  of  the  accounts  indicated  in  the  "Account  Debited' ' 
column,  and  transferring  the  total  cash  paid,  which  is  obtained 
by  totalling  the  items  in  the  " Amount' '  column,  to  the  credit  of  the 
Cash  account.  The  debits  to  creditors'  accounts  are  usually  posted 
daily  so  that  the  status  of  their  accounts  can  be  determined  at  any 
time.  The  remaining  debits  and  the  credit  to  the  Cash  account  for 
the  total  cash  payments  are  posted  at  the  time  the  Trial  Balance  is 
made,  usually  monthly. 

The  Cash  Book 

As  explained  in  the  foregoing  discussion,  the  transactions  with 
cash  are  of  two  kinds :  those  involving  the  receipt  of  cash,  and  those 
involving  the  payment  of  cash.  Consequently,  the  two  journals  dis- 
cussed in  the  preceding  part  of  this  chapter  are  used  in  connection 
with  cash,  one  of  which  records  the  cash  receipts  and  the  other  the 
cash  disbursements.  Usually  these  journals  are  not  kept  as  separate 
records,  but  are  bound  together  and  called  the  "cash  book."  In  this 
case,  a  page  recording  cash  receipts  is  immediately  followed  by  a 
page  recording  cash  payments,  these  pages  alternating  throughout 
the  book.  The  cash  receipts  are  recorded  on  the  left-hand  page  of 
the  cash  book,  and  the  cash  payments  are  recorded  on  the  right-hand 
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page ;  the  former  is  termed  the  debit  side  of  the  cash  book,  and  the 
latter  the  credit  side. 

The  purpose  of  the  cash  book,  as  indicated  above,  is  to  record 
all  cash  received  and  all  cash  paid.  Every  transaction  which  involves 
a  receipt  of  cash  is  recorded  on  the  debit  side  of  the  cash  book,  and 
every  transaction  which  involves  the  payment  of  cash  is  recorded 
on  the  credit  side.  It  can  be  readily  seen,  therefore,  that  the  differ- 
ence between  the  totals  of  the  two  sides  at  any  time  should  equal 
the  cash  on  hand. 

Form  of  the  Cash  Book 

The  form  of  the  cash  book  need  not  be  different  from  the  form 
of  the  separate  journals  with  cash  receipts  and  cash  disbursements, 
since  it  is  but  a  combination  of  these  two  journals.  When  the  two 
journals  are  combined  in  the  cash  book,  it  is  customary  to  indicate 
the  amount  of  cash  on  hand  by  balancing  the  cash  book  in  the  same 
manner  that  the  Cash  account  is  balanced.  The  method  of  doing 
this  is  indicated  in  Illustrations  Nos.  11  and  12. 

The  following  cash  transactions  of  H.  L.  Cowan,  for  the  month 
of  January,  are  shown  recorded  in  the  cash  book  in  Illustrations 
Nos.  11  and  12: 

Jan.  1.  H.  L.  Cowan  invested  $5,000.00  in  the  retail  clothing 
business. 

2.  Paid  city  and  state  license,  $50.00. 

3.  Purchased   office   equipment   consisting   of   typewriter, 

desk,  and  3  chairs,  $200.00. 
6.  Received  $80.00  from  A.  B.  Hill,  in  full  of  account. 
8.  Paid  office  salaries,  $100.00. 

Received  for  sundry  cash  sales  to  date,  $110.00. 
12.  Paid  for  advertisement  in  local  paper,  $20.00. 
15.  Received  $90.00  from  B.  C.  Cline,  to  apply  on  account. 
18.  Paid  $400.00,  for  a  cash  purchase  of  merchandise. 
22.  Received  $300.00,  for  sundry  cash  sales  to  date. 
24.  Paid  office  salaries,  $100.00. 
26.  Paid  E.  H.  White  in  full  for  invoice  dated  Jan.  15th, 

$250.00. 
28.  Received  $70.00  from  J.  B.  King,  to  apply  on  account. 

30.  Received  $140.00,  for  sundry  cash  sales  to  date. 

Paid  O.  P.  King  in  full  for  invoice  dated  Jan.  20th, 
$480.00. 

31.  Paid  $50.00,  for  delivery  service  to  date. 
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Nature  of  the  Cash  Record 

The  student  must  understand  thoroughly  that  each  side  of  the 
cash  book  is  a  complete  journal  in  itself,  since  the  total  debits  and 
credits  recorded  there  are  always  equal.  An -analysis  of  a  cash 
receipt  and  a  cash  payment  will  make  this  clear.  If  $500.00  is 
received  from  H.  L.  Cohagen,  to  apply  on  account,  the  entry  in  jour- 
nal form  is : 

Cash $500.00 

H.  L.  Cohagen $500.00 

In  this  form  the  equality  of  the  debit  and  credit  resulting  from 
the  transaction  is  clearly  shown.  If  this  same  transaction  is  recorded 
in  the  cash  book  there  will  be  a  credit  to  the  account  of  H.  L. 
Cohagen  the  same  as  if  the  transaction  were  recorded  in  the  journal. 
Instead  of  an  individual  debit  to  the  Cash  account  for  the  $500.00 
received,  however,  there  will  be  a  debit  to  the  Cash  account  for  the 
total  cash  received  which  will  equal  the  total  of  the  various  individ- 
ual credits  made  to  the  various  accounts  indicated  as  shown  in 
the  illustration.  It  can  be  easily  seen,  therefore,  that  the  total 
debits  posted  from  the  debit  side  of  the  cash  book  are  equal  to  the 
total  credits  posted  therefrom. 

The  same  is  true  of  the  credit  side  of  the  cash  book.  If  $50.00  is 
paid  for  some  service  contributing  to  the  making  of  sales,  the  journal 
entry  would  be : 

Selling  Expenses $50.00 

Cash $50.00 

If  this  entry  is  recorded  on  the  credit  side  of  the  cash  book  there 
will  be  an  individual  debit  to  Selling  Expense  and  the  $50.00  cash 
credit  will  be  included  in  the  total  credited  to  cash  at  the  time  the 
cash  book  postings  are  completed.  The  various  debit  items  posted 
from  the  credit  side  of  cash  book  are  balanced  by  the  one  total  cred- 
ited to  Cash,  thus  maintaining  the  equality  of  debits  and  credits  the 
same  as  if  the  transactions  had  been  entered  and  posted  from  the 
general  journal.  The  student  must  always  remember  that  each  side 
of  the  cash  book  performs  the  functions  of  a  journal  and  that  the 
same  analysis  of  transactions  is  afforded  by  the  cash  book  as  by  the 
general  journal.  In  other  words,  the  use  of  these  special  journals 
does  not  vitiate  in  any  way  the  principles  discussed  in  the  prelimi- 
nary treatment  of  books  of  original  entry,  but  rather  affords  a  fur- 
ther application  of  them. 


Digitized  by 


Googk 


180 


Bookkeeping  and  Accounting 


&i^l^Ue^& 


Date      !LE 


y^ 


/ 
/ 

3/ 


Account  Credited 


Explanation 


/i3ci*>£tzsrL>Cj£s 


Illustration  No.  11 — Debit  Side  of  the  Cash  Book 


Posting  from  the  Cash  Book 

If  the  student  keeps  in  mind  the  analysis  of  cash  receipts  and 
cash  payments  given  in  the  preceding  paragraph,  he  should  experi- 
ence no  difficulty  in  posting  from  the  cash  book. 

Each  amount  entered  in  the  "Amount* '  column  on  the  debit  side 
of  the  cash  book  is  posted  to  the  credit  of  the  account  written  in 
the  "Accounts  Credited' '  column  on  the  same  line  with  it.  The 
total  of  eash  receipts  is  posted  to  the  debit  side  of  the  Cash  account 
at  the  end  of  the  month,  or  when  a  Trial  Balance  is  to  be  taken. 

Bach  amount  entered  in  the  "Amount"  column  on  the  credit 
side  of  the  cash  book  is  posted  to  the  debit  of  the  account  written 
in  the  "Accounts  Debited"  column  on  the  same  line  with  it.  The 
total  of  cash  disbursements  is  posted  to  the  credit  side  of  the  Cash 
account  at  the  end  of  the  month,  or  when  a  Trial  Balance  is  to  be 
taken. 

It  is  desirable  that  the  debits  and  credits  to  personal  accounts  be 
posted  daily.  The  other  items  can  be  posted  at  the  same  time, 
but  the  posting  of  these  may  be  omitted  until  the  totals  are  posted 
at  the  end  of  the  month,  or  when  a  Trial  Balance  is  to  be  taken. 
After  all  entries  in  the  cash  book  have  been  posted  at  the  end  of 
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Amount 


Illustration  No.  12— Credit  Side  of  the  Cash  Book 

the  month,  the  cash  book  is  footed  and  ruled  as  in  Illustrations 
Nos.  11  and  12. 


Summary 

The  discussion  of  the  books  of  original  entry  given  in  this  and  the 
preceding  chapter  has  been  primarily  for  the  purpose  of  illustrating 
the  nature  and  functions  of  these  records  and  their  relation  to  the 
accounts  and  the  accounting  reports.  Simple  forms,  which  illus- 
trate the  principles  underlying  their  construction  and  which  would 
be  suitable  for  use  in  small  mercantile  businesses,  have  been  given. 
These  forms  have  been  made  simple  in  order  that  they  might  be 
readily  comprehended  by  the  beginning  student.  The  thing  of 
primary  importance  for  him  to  understand  is  the  relation  of  the 
records  of  original  entry  to  the  accounts — that  the  nature  of  the 
information  desired  in  the  accounts  determines  the  nature  of  the  in- 
formation recorded  in  these  records,  and  the  nature  of  the  informa- 
tion recorded  in  them  determines  their  construction.  To  repeat 
once  again :  the  nature  of  the  information  recorded  in  the  accounts 
is  determined  by  the  information  that  the  owner  or  manager  desires 
in  the  conduct  of  his  business. 
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QUESTIONS  FOB  CLASS  DISCUSSION 

1 

Explain  the  advantages  of  the  cash  receipts  journal  as  a  means 
of  recording  cash  receipts. 

2 

« 

Explain  the  advantages  of  the  cash  disbursements  journal  as  a 
means  of  recording  cash  payments. 

3 

When  these  two  journals  are  combined,  what  do  they  constitute? 

4 
What  is  the  essential  information  to  be  recorded  on  the  debit 
side  of  the  cash  bookf 

5 
What  is  the  essential  information  to  be  recorded  on  the  credit 
side  of  the  cash  bookf 

6 
Explain  the  posting  of  the  debit  side  of  the  cagh  book. 

7 
Explain  the  posting  of  the  credit  side  of  the  cash  book. 

8 
Explain  how  the  cash  book  is  balanced.    How  often  should  it  be 
balanced  ? 

9 
How  can  the  correctness  of  the  balance  be  proven  f 

10 

In  what  way  does  the  use  of  the  cash  book  affect  the  Cash  account? 
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LABORATORY  MATERIAL 

The  purpose  of  the  following  exercises  is  to  give  practice  in 
recording  transactions  in  the  cash  book,  posting  from  the  cash  book, 
and  farther  practice  in  taking  a  Trial  Balance : 

Exercise  No.  66 

Feb.    1.  J.  W.  Hays  invested  $1,276.80  cash. 

2.  Received  $150.00  from  T.  C.  Blue,  to  apply  on  account. 

3.  Paid  office  rent  for  month  of  February,  $40.00. 

4.  Received  $80.00,  for  cash  sales. 

Paid  N.  A.  Brickson  $60.00,  to  apply  on  account 
6.  Received  $120.00,  for  cash  sales. 

8.  Paid  L.  A.  Slope  $90.50,  to  apply  on  account. 

9.  Received  $90.00  from  K.  C.  Lowly,  in  payment  of  bill  of 

Jan.  10th. 

10.  Paid  drayage  on  merchandise  purchased,  $22.50. 

11.  Paid  J.  B.  Brooks  $124.00,  to  apply  on  account. 
14.  Received  $69.75,  for  cash  sales. 

16.  Received  $170.00  from  S.  B.  Johns,  in  payment  of  invoice  of 

Jan.  10th. 
18.  Paid  $45.00,  for  office  help. 
20.  Paid  C.  T.  Lilly  $146.00,  to  apply  on  account. 

22.  Purchased  merchandise  for  cash  from  N.  C.  Riley,  $128.00. 

23.  Sold  H.  D.  Thompson,  for  cash,  merchandise,  $47.85. 

24.  Received  $210.00  from  L.  M.  Lind,  to  apply  on  account. 

25.  Paid  salesman's  expenses,  $76.00. 
Received  $52.50,  for  cash  sales. 

27.  Paid  $32.80,  for  freight  and  drayage  on  merchandise  pur- 

chases. 
Paid  clerk  hire,  $40.00. 

28.  Paid  for  advertising,  $22.50. 

Instructions:  1.  Rule  the  inside  pages  of  a  double  sheet  of 
journal  paper  similar  to  Illustrations  Nos.  11  and  12,  and  record 
the  above  transactions. 

2.  Post  the  entries  in  the  cash  book  to  a  sheet  of  ledger  paper, 
allowing  four  lines  for  each  account. 

3.  Foot  and  rule  the  cash  book  and  bring  down  the  balance  as 
in  Illustrations  Nos.  11  and  12. 

4.  Take  a  Trial  Balance. 
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Exercise  No.  67 
The  following  are  the  cash  transactions  of  A.  J.  Sturges  for  the 
month  of  March : 

Mar.    1.  A.  J.  Sturges  invests  $2,500.00  cash  in  the  retail  shoe 
business. 

2.  Bought  from  M.  S.  Comstock,  for  cash,  stock  of  shoes  in- 

voiced at  $1,452.75. 

3.  Paid  telephone  service  for  three  months  in  advance,  $20.00. 
Received  $127.42  for  cash  sales. 

5.  Paid  clerk  hire,  $15.00. 

6.  Received  $11.00  from  J.  C.  Williams,  in  full  of  account. 

8.  Paid  Wolverine  Shoe  Co.  $490.25,  in  full  of  account. 

9.  Received  $267.50  for  cash  sales. 
12.  Paid  clerk  hire,  $15.00. 

15.  Paid  Bradley  &  Metcalf  $381.50,  in  full  of  account. 

16.  Received  $5.25  from  A.  B.  Clifford,  in  full  of  account. 

18.  Paid  $8.25,  for  stamps  and  stationery. 

19.  Paid  clerk  hire,  $15.00. 

22.  Received  $23.00  from  B.  L.  Dobell  &  Co.,  in  full  of  account. 
24.  Received  $9.00  from  K.  C.  Best,  in  full  of  account. 

26.  Received  $536.75  for  cash  sales. 
Paid  clerk  hire,  $15.00. 

27.  A.  J.  Sturges  withdrew  $50.00  for  personal  use. 
29.  Received  $4.00  from  L.  A.  Ring,  in  full  of  account. 
31.  Paid  rent,  $50.00. 

Paid  Evans  Shoe  Co.  $78.50,  in  full  of  account. 
Received  $360.50  for  cash  sales. 

Instructions:    Follow  instructions  given  under  Exercise  No.  66. 

Exercise  No.  68 
The  following  are  the  cash  transactions  of  C.  A.  Arnold  for  the 
month  of  May: 

May  1.  C.  A.  Arnold  invested  $2,500.00  cash  in  the  retail  hard- 
ware business. 

2.  Bought  from  J.  T.  Ludlow,  for  cash,  stock  of  hardware 

invoiced  at  $1,691.42. 

3.  Paid  telephone  service  for  three  months,  $20.00. 
Received  $69.85,  for  cash  sales. 

5.  Paid  clerk  hire,  $10.00. 
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May  6.  Received  $7.50  from  B.  M.  Miller,  in  full  of  account. 
Paid  Moore  &  Moore,  in  full  of  account,  $496.81. 
9.  Received  $275.40,  for  cash  sales. 
12.  Paid  clerk  hire,  $10.00. 

15.  Paid  Pickering  Hardware  Co.  $387.65,  in  full  of  account. 

16.  Received  $5.25   from  William   A.  Wallace,   in  full  of 

account. 
18.  Paid  $8.25,  for  stamps  and  stationery. 
18.  Paid  clerk  hire,  $10.00. 
22.  Received  $33.10  from  J.  C.  Wilson  &  Co.,  in  full  of 

account. 
24.  Received  $8.45  from  D.  T.  Sinton,  in  full  of  account. 

26.  Received  $581.92,  for  cash  sales. 
Paid  clerk  hire,  $10.00. 

27.  C.  A.  Arnold  withdrew  $50.00,  for  personal  use. 
29.  Received  $2.50  from  G.  L.  Frye,  on  account. 
31.  Paid  rent,  $50.00. 

Paid  Cline  Hardware  Co.  $168.42,  on  account. 
Received  $361.92,  for  cash  sales. 

Instructions:  1.  Record  the  above  transactions  on  the  inside  of 
a  double  sheet  of  journal  paper  as  instructed  under  Exercise  No.  66. 

2.  The  cash  transactions  in  this  exercise  represent  the  receipts 
and  payments  in  connection  with  the  purchases  and  sales  in  Exer- 
cise No.  65.  Post  these  entries  to  the  accounts  obtained  after  com- 
pleting Exercise  No.  65. 

3.  Take  a  Trial  Balance. 

Exercise  No.  69 

Prepare  a  Balance  Sheet  and  a  Statement  of  Profit  and  Loss 
from  the  Trial  Balance  prepared  in  Exercise  No.  68.  Inventory  of 
merchandise  $4,750.00. 

Exercise  No.  70 

Record  the  transactions  given  in  Exercise  No.  45  in  a  pur- 
chases journal,  sales  journal,  and  cash  book;  when  entering  the 
invoices,  use  the  date  of  the  transaction  as  the  date  of  the  invoice ; 
number  the  sales  and  invoices  in  numerical  order,  beginning  with  1 ; 
post  these  entries  (see  Exercise  No.  45),  take  a  Trial  Balance,  and 
prepare  a  Balance  Sheet  and  Statement  of  Profit  and  Loss  (inventory 
$1,000.00).  Compare  the  results  of  this  exercise  with  Exercises 
Nos.  45  and  60. 
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CHAPTER  XIII 
THE  MODEEN  USE  OF  THE  GENERAL  JOURNAL 

Effect  of  Special  Journals  on  the  General  Journal 

In  discussing  the  books  of  original  entry  in  Chapter  X,  the  gen- 
eral journal  was  explained  and  illustrated  as  a  posting  medium  for 
transactions  of  all  kinds.  It  was  stated,  however,  that  it  is  not  so 
employed  in  modern  practice  and  was  thus  used  at  the  time  merely 
as  a  means  of  illustrating  in  a  simple  way  the  nature  and  function 
of  books  of  original  entry  and  the  method  of  recording  transactions 
in  them.  In  Chapters  XI  and  XTT  special  journals  for  the  record- 
ing of  transactions  with  purchases,  sales,  and  cash  were  given. 
These  journals  were  discussed  because  they  are  the  ones  in  most 
general  use  and  are  typical  of  all  special  journals  in  so  far  as  the 
principles  governing  their  construction  and  use  are  concerned. 
Other  journals  of  a  special  nature  will  be  discussed  in  subsequent 
chapters. 

By  the  use  of  the  special  journals  already  discussed,  three  prin- 
cipal classes  of  transactions  are  taken  out  of  the  general  journal  and 
entered  in  these  separate  records.  An  analysis  of  the  transactions 
of  a  mercantile  business  will  show  that  a  majority  of  its  transactions 
involve  the  purchase  and  sale  of  merchandise,  and  the  receipt  and 
payment  of  cash.  Since  this  is  true,  it  is  interesting  to  note  what 
transactions  are  left  to  be  recorded  in  the  journal  which,  as  pre- 
viously stated,  is  used  to  record  all  transactions  which  can  not  be 
placed  in  any  special  journal.  For  the  sake  of  discussion  and  illus- 
tration the  entries  recorded  in  the  general  journal  may  be  classified 
as  follows: 

1.  Opening  Entries. 

2.  Current  Entries. 

3.  Adjusting  Entries. 

4.  Closing  Entries. 

In  order  that  the  present  use  of  the  general  journal  as  a  posting 
medium  may  be  better  understood,  each  class  of  entries  will  be 
discussed  in  turn. 

186 
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Opening  Entries 

Opening  entries  are  those  which  are  made  to  record  the  financial 
condition  of  a  business  at  the  time  of  its  beginning  or  organization. 
The  financial  condition  of  a  business  is  shown  by  its  assets  and  lia- 
bilities and  the  difference  between  the  two  or  its  net  worth.  The 
opening  entry  or  entries  must  record  these  so  that  they  will,  when 
posted,  be  properly  shown  in  the  accounts.  In  the  case  of  a  sole 
proprietor  his  investment  may  consist  entirely  of  cash,  in  which  case 
the  opening  entry  may  be  made  in  the  cash  book  by  a  debit  to  the 
Cash  account  and  a  credit  to  the  Proprietor's  account. 

In  many  cases  the  proprietor  has  property  other  than  cash,  such 
as  land,  buildings  and  merchandise,  which  he  desires  to  invest  in  the 
business.  In  this  case  a  journal  entry  is  made,  since  these  items  can 
not  be  recorded  in  the  special  journals. 

For  purposes  of  illustration  it  may  be  assumed  that  on  June  1, 
1919,  J.  J.  Reighard  invested  the  following  assets  in  a  retail  business : 
cash,  $500.00 ;  merchandise,  $1,000.00;  delivery  equipment,  $2,000.00; 
furniture  and  fixtures,  $500.00.  By  adding  the  above  it  will  be  seen 
that  the  total  assets  of  Reighard  are  $4,000.00,  and  since  he  has  no 
liabilities  this  amount  represents  his  proprietorship,  or  net  worth. 
Reighard 's  books  may  be  opened  by  the  following  journal  entry: 

Cash $  500.00 

Merchandise  Inventory     ....      1,000.00 

Delivery  Equipment 2,000.00 

Furniture  and  Fixtures 500.00 

J.  J.  Reighard,  Proprietor    .....    $4,000.00 

Although  the  posting  of  this  entry  will  show  Reighard 's  financial 
condition  in  the  accounts,  all  cash  must  be  recorded  in  the  cash  book ; 
therefore,  the  cash  item  will  be  recorded  on  the  debit  side  of  the  cash 
book  as  well  as  in  the  journal.  It  is  readily  apparent  that  this  item 
can  not  be  posted  both  from  the  journal  and  the  cash  book,  for  if  it 
is,  it  would  show  a  cash  investment  of  $1,000.00  instead  of  $500.00. 
To  avoid  this,  the  individual  item  is  not  posted  from  either  book.  It 
is  included  in  the  total  of  $4,000.00  which  is  posted  from  the  journal 
to  the  credit  of  Reighard 's  account  and  it  will  be  included  in  the 
total  cash  posted  from  the  cash  book  to  the  debit  of  the  Cash  ac- 
count. Another  method  of  treating  this  item  is  not  to  enter  it  in  the 
journal,  but  only  in  the  cash  book  and  to  post  it  from  the  cash  book. 
The  advantage  of  entering  it  in  the  journal  is  that  the  total  invest- 
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ment  is  shown  in  one  place.    Both  methods  give  the  same  result 
so  far  as  the  effect  on  the  accounts  and  the  reports  is  concerned. 

In  some  cases  the  proprietor  may  have  liabilities  which  he  desires 
the  business  to  assume.  In  this  case  these  liabilities  must  be  shown 
as  part  of  the  journal  entry.  If  Reighard  owes  $500.00  to  creditors, 
his  opening  entry  would  be :  . 

Cash $   500.00 

Merchandise  Inventory     ....      1,000.00 

Delivery  Equipment 2,000.00 

Furniture  and  Fixtures 500.00 

Accounts  Payable $   500.00 

J.  J.  Reighard,  Proprietor 3,500.00 

The  above  example  illustrates  the  nature  of  the  opening  entries 
for  a  sole  proprietor.  In  the  case  of  a  partnership  and  a  corporation 
the  same  principles  are  followed,  but  the  entries  may  be  somewhat 
more  complicated.  The  method  of  making  such  entries  will  be  ex- 
plained and  illustrated  in  subsequent  chapters. 

Current  Entries 

As  previously  stated,  the  general  journal  is  used  to  record  all 
transactions  which  can  not  be  recorded  in  any  of  the  special  journals. 
It  is  impossible  to  discuss  all  the  various  kinds  of  transactions  which 
may  arise  during  the  fiscal  period  in  connection  with  different  busi- 
nesses, but  a  few  of  those  which  are  most  prevalent  will  be  explained 
and  illustrated. 

In  discussing  the  purchases  and  sales  journal  we  have  seen  that 
they  are  used  only  to  record  purchases  and  sales  of  merchandise. 
In  every  business  it  is  necessary  from  time  to  time  to  purchase  cer- 
tain property  to  use  in  the  conduct  of  the  business;  likewise 
discarded  property  or  property  no  longer  needed  in  the  con- 
duct of  the  business  may  be  sold.  If  these  purchases  and  sales 
are  for  cash  they  are  recorded  in  the  cash  book,  but  if  they  are 
on  account,  the  only  means  of  recording  them  is  in  the  journal.  For 
instance,  if  $300.00  worth  of  office  equipment  is  purchased  on  ac- 
count from  the  Equipment  Corporation  of  America  it  is  necessary 
that  the  asset  account  with  Furniture  and  Fixtures  be  debited  and 
the  account  of  the  Equipment  Corporation  of  America  be  credited. 
This  is  accomplished  by  the  following  journal  entry : 

Furniture  and  Fixtures $300.00 

Equipment  Corporation  of  America    .    .    $300.00 
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In  the  case  of  a  sale  of  property  on  account,  the  reverse  entry  is 
made  in  the  journal,  the  account  of  the  customer  being  debited  and 
the  property  account  credited. 

It  has  been  explained  in  a  previous  chapter  that  when  goods  are 
sold  on  account  a  record  of  the  transaction  is  made  in  the  sales  jour- 
nal, and  that  when  cash  is  received  in  payment  a  record  is  made  of 
the  cash  received  on  the  debit  side  of  the  cash  book.  Written 
promises  or  notes,  however,  are  sometimes  received  in  payment  of 
merchandise  sold,  the  note  being  given  at  the  time  of  the  sale  or 
later,  in  payment  of  the  oral  promise  previously  given.  In  either 
case,  it  is  customary  to  record  the  sale  of  the  merchandise  as  a  sale 
on  account  in  the  sales  journal  and  record  the  receipt  of  the  note  in 
payment  separately  in  the  general  journal.  If  $100.00  worth  of 
merchandise  is  sold  to  James  Smith  on  account  there  would  be  an 
entry  in  the  sales  journal  by  which  Smith's  account  would  be  debited 
and  Sales  account  credited  for  $100.00.  If  a  30-day  note  is  accepted 
from  James  Smith  when  the  account  is  due,  an  entry  would  be  made 
in  the  general  journal  as  follows : 

Notes  Receivable $100.00 

James  Smith $100.00 

The  effect  of  this  entry  is  to  cancel  the  charge  made  to  the  account 
of  James  Smith  at  the  time  of  the  sale  and  to  show  the  claim  of  the 
business  against  James  Smith  in  the  form  of  a  written  claim  as 
reflected  in  the  Notes  Receivable  account,  instead  of  showing  it  as  an 
oral  claim  by  a  debit  to  his  personal  account  as  formerly. 

When  notes  are  issued  by  the  business  in  payment  of  merchandise 
purchased,  a  procedure  similar  to  that  outlined  above  is  followed. 
The  purchase  is  recorded  in  the  purchases  journal  as  a  debit  to  the 
Purchases  account  and  a  credit  to  the  account  of  the  creditor.  When 
the  note  is  issued  in  payment,  whether  immediately  or  at  some  future 
time,  a  journal  entry  is  made  debiting  the  creditor's  account  and 
crediting  the  Notes  Payable  account.  The  effect  is  to  change  the 
form  of  the  obligation  of  the  business  to  the  creditor  from  an  oral 
to  a  written  promise. 

Occasionally  errors  are  made  in  recording  transactions  which 
result  in  incorrect  debits  and  credits  being  made  to  the  accounts  or 
in  debits  and  credits  being  made  to  wrong  accounts.  These  errors 
may  be  discovered  later  in  the  fiscal  period  and  frequently  the  easiest 
method  of  correcting  them  is  by  means  of  a  journal  entry.  For  in- 
stance, there  may  have  been  an  expenditure  of  $100.00  for  some 
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service  which  should  have  heen  charged  to  Administrative  Expenses, 
but  the  bookkeeper  carelessly  recorded  it  as  a  debit  to  Selling  Ex- 
penses and  posted  it  accordingly.  The  owner,  in  looking  over  the 
Trial  Balance,  notices  that  the  selling  expenses  for  the  month  are 
larger  than  usual,  and  very  naturally  inquires  as  to  the  cause.  At 
the  same  time  he  may  notice  that  the  administrative  expenses  are 
smaller  than  during  the  previous  month,  and  this  may  suggest  to 
him  that  an  error  has  been  made.  In  any  case,  the  bookkeeper,  in 
seeking  an  explanation  of  the  variation  of  the  selling  expenses,  will 
take  the  items  in  the  Selling  Expenses  account  and  trace  them 
through  the  paging  given  in  the  folio  column  to  the  book  of  original 
entry  from  whence  they  were  posted.  By  referring  to  the  explana- 
tions given  in  connection  with  the  transactions  recorded  in  the  books 
of  original  entry  he  will  ascertain  the  item  which  has  been  improp- 
erly charged.  If  in  this  manner  he  locates  the  entry  by  which  the 
$100.00  is  charged  to  Selling  instead  of  Administrative  Expenses, 
he  must  by  some  means  correct  the  error.  Since  the  administrative 
expenses  are  $100.00  too  small  and  the  selling  expenses  are  $100.00 
too  large,  the  easiest  method  of  correcting  the  error  is  to  make  a 
journal  entry  as  follows : 

Administrative  Expenses $100.00 

Selling  Expenses $100.00 

To  correct  error  made  in  the  cash  book 
June  16th,  charging  $100.00  to  Sell- 
ing Expenses  which  should  have 
been  charged  to  Administrative  Ex- 
penses. 

In  the  case  of  a  correcting  entry  such  as  the  above,  a  very  com- 
plete explanation  should  be  given  so  that  the  reason  for  the  entry  can 
be  readily  determined  at  any  time  in  the  future. 

It  is  necessary  to  make  correcting  entries  of  various  kinds  during 
the  fiscal  period  in  a  business  which  performs  numerous  and  varied 
transactions.  The  above  example  serves  only  as  an  illustration  of 
one  type,  but  from  it  the  student  should  be  able  to  understand  the 
nature  of  such  entries.  In  the  laboratory  exercises  given  at  the  end 
of  the  various  chapters  he  will  find  illustrations  of  other  correcting 
entries. 

Although  it  is  impossible  to  give  an  inclusive  discussion  or  out- 
line of  the  transactions  of  the  fiscal  period  which  may  be  recorded  in 
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the  general  journal,  the  following  list  gives  the  most  prevalent  of 
the  entries  recorded  in  this  record : 

1.  Purchases  on  account,  of  services  and  of  property 
other  than  merchandise. 

2.  Sales  on  account,  of  property  other  than  mer- 
chandise. 

3.  Receipt  of  property  other  than  cash  in  payment 
of  obligations  due  the  business. 

4.  Issuance  of  property  other  than  cash  in  payment 
of  obligations  owed  by  the  business. 

5.  Corrections  of  entries  which  have  been  incorrectly 
recorded  or  which  have  been  wholly  or  in  part  can- 
celled. 

Adjusting  Entries 

In  the  discussion  of  Adjusting  Entries  in  Chapter  IX  it  was 
explained  that  at  the  end  of  the  fiscal  period  there  are  certain  entries 
necessary  in  order  to  adjust  some  of  the  accounts  so  they  will  reflect 
correctly  the  financial  condition  of  the  business.  These  entries,  as 
explained  in  the  previous  discussion,  are  known  as  adjusting  entries. 
The  student  should  not  confuse  these  entries  with  those  discussed 
under  the  head  of  correcting  entries  in  the  preceding  paragraph. 
The  latter  are  made  during  the  fiscal  period  to  correct  an  erroneous 
entry  or  to  record  the  partial  or  complete  cancellation  of  a  trans- 
action. The  former  are  made  at  the  end  of  the  fiscal  period  to  adjust 
the  value  of  accounts  which  reflected  accurately  the  financial  con- 
dition of  the  business  at  the  beginning  of  the  period  or  at  the  time 
of  their  construction,  but  which  have  changed  in  value  since  that 
time. 

In  Chapter  IX  it  was  explained  that  in  connection  with  the 
accounts  of  James  Madison,  the  only  adjustment  necessary  is 
that  in  regard  to  the  merchandise  inventory.  The  Inventory  ac- 
count must  be  adjusted  so  as  to  show  the  disposition  of  the  begin- 
ning inventory  of  $1,000.00  and  the  possession  of  an  ending  inven- 
tory of  $1,450.00.  This  was  accomplished  by  a  debit  to  the  Pur- 
chases account  and  a  credit  to  the  Inventory  account  for  the  old 
inventory,  and  a  debit  to  the  Inventory  account  and  a  credit  to  the 
Purchases  account  for  the  new  inventory. 

The  entries  for  the  above  adjustments  were  made  at  the  time  of 
their  previous  discussion  directly  in  the  accounts,  since  the  purpose 
of  the  discussion  at  that  time  was  to  show  the  effect  of  business  oper- 
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ations  on  the  ledger  accounts  and  since  the  books  of  original  entry 
had  not  been  introduced.  In  subsequent  chapters,  however,  the  use 
of  books  of  original  entry  as  posting  mediums  through  which  the 
entries  to  ledger  accounts  are  passed  has  been  explained.  The  advan- 
tage of  having  all  entries  recorded  in  some  book  of  original  entry 
prior  to  their  entry  in  the  accounts  has  been  emphasized.  In  con- 
formity to  that  principle  adjusting  and  closing  entries  are  recorded 
in  the  journal,  and  from  there  posted  to  their  respective  accounts. 
The  chief  advantage  of  this  method  is  that  all  entries  in  the  ledger 
can  be  traced  back  to  their  original  source  and  an  explanation  there- 
for obtained.  It  also  minimizes  errors  and  greatly  facilitates  the 
finding  of  any  which  may  occur. 

The  adjusting  entries  required  in  connection  with  the  accounts 
of  James  Madison,  when  made  in  journal  form,  will  be  as  follows : 

31 
Purchases $1,000.00 

Inventory $1,000.00 

To  transfer  the  inventory  of  Dee.  1, 

192. .,  to  the  Purchases  account. 

31 
Inventory 1,450.00 

Purchases 1,450.00 

To  record  the  inventory  of  Dec.  31, 

192... 

When  these  entries  are  posted,  the  accounts  will  show  the  same 
results  as  in  the  illustrations  given  in  Chapter  IX. 

The  Closing  Entries 

In  Chapter  IX  we  saw  that  certain  entries  are  necessary  at  the 
end  of  the  fiscal  period  in  order  to  summarize  the  results  of  the 
period  and  to  make  the  Income  and  Expense  accounts  on  the  ledger 
show  the  same  results  as  the  summary  shown  on  the  Statement  of 
Profit  and  Loss.  It  was  explained  that  the  closing  of  the  imagi- 
nary ledger  of  James  Madison  would  involve  the  following: 
the  transfer  of  the  balance  of  the  Purchases  account  to  the 
debit  of  the  Sales  account;  the  transfer  of  the  balance  of  the 
Sales  account  to  the  credit  of  the  Profit  and  Loss  account;  the 
transfer  of  the  balances  of  the  Selling  Expense  and  Administrative 
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Expense  accounts  to  the  debit  of  the  Profit  and  Loss  account ;  and  the 
transfer  of  the  balance  of  the  Profit  and  Loss  account  to  the  credit 
of  the  Proprietor's  account.  The  reasons  "for  these  entries  have  been 
explained  in  the  previous  discussion,  so  need  not  be  repeated  here. 

For  the  same  reasons  given  with  reference  to  adjusting  entries, 
the  closing  entries  should  be  recorded  in  the  journal  and  posted  from 
there  to  the  ledger  accounts. 

The  journal  entries  for  closing  the  ledger  of  James  Madison  are 
as  follows: 

31 
Sales $1,125.85 

Purchases $1,125.85 

To  transfer  cost  of  goods  sold  to  the 

Sales  account. 

31 
Sales     . 435.89 

Profit  and  Loss 435.89 

To  transfer  gross  profit  on  sales  to 

the  Profit  and  Loss  account. 

31 
Profit  and  Loss 140.00 

Selling  Expenses 140.00 

To  transfer  Selling  Expenses  to  the 

Profit  and  Loss  account. 

31 

Profit  and  Loss 145.73 

Administrative  Expenses 145.73 

To  transfer  Administrative  Ex- 
penses to  Profit  and  Loss  ac- 
count. 

31 

Profit  and  Loss 150.16 

James  Madison,  Prop 150.16 

To  transfer  net  profit  for  the  fiscal 
period  to  the  Proprietor's  ac- 
count. 

When  the  above  entries  are  posted  the  accounts  will  show  the 
same  results  as  in  Chapter  IX,  where  the  entries  are  made  directly 
in  the  accounts. 
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QUESTIONS  FOB  CLASS  DISCUSSION 

1 
Arthur  Robey  starts  in  the  hardware  business  and  at  first  records 
all  his  transactions  in  a  journal.  As  his  business  increases  he  installs 
a  purchases  journal,  a  sales  journal,  and  a  cash  book.  He  wonders 
if  he  should  retain  the  general  journal ;  and  if  so,  for  what  entries 
he  would  use  it.    Mr.  Robey  asks  your  advice.    What  is  your  reply! 

2 

On  January  1,  1919,  Richard  Field  opens  a  grocery  store.  His 
assets  are  as  follows:  Cash,  $1,000.00;  Merchandise  Inventory, 
$500.00;  Fixtures,  $200.00:  Total  Assets,  $1,700.00. 

Advise  Mr.  Field  where  he  should  enter  the  above  items.  What 
debits  and  credits  should  he  make!    What  are  these  entries  called! 

3 

Tell  Mr.  Field  the  correct  way  of  recording  and  posting  the  cash 
item  In  Question  No.  2. 

4 

In  the  course  of  business  Richard  Field  purchases,  on  account,  a 
cash  register  for  $100.00.  He  sells  his  former  cash  drawer,  which 
now  is  unnecessary,  to  Joe  Larson,  on  account,  for  $5.00.  Where 
should  Mr.  Field  record  these  transactions! 

5 

Mr.  Field  gives  Reid  &  Co.  a  note  for  $150.00  on  account.  Where 
should  he  record  this  transaction!    Give  the  correct  entry. 

6 

The  bookkeeper  of  the  firm  of  Thomas  &  Healy  has  carelessly 
charged  $150.00  to  Selling  Expenses  that  should  have  been  charged 
to  Administrative  Expenses.  The  error  is  found  and  a  correction 
must  be  made.  Where  should  this  correction  be  recorded!  What 
is  the  technical  name  of  such  an  entry! 

7 
On  January  1,  1919,  N.  R.  Olson,  operating  a  grocery  store,  has 
an  inventory  of  $4,000.00.  On  December  31,  1919,  he  has  an  inven- 
tory of  $5,000.00.  How  is  the  disposition  of  the  beginning  inventory 
and  the  possession  of  the  ending  inventory  shown!  Where  should 
these  entries  be  made!    What  are  they  called! 
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8 
On  December  31,  1919,  N.  R.  Olson  desires  to  summarize  the 
results  of  the  period.  In  addition  to  other  accounts  on  his  ledger, 
he  maintains  the  following :  Purchases,  Sales,  Selling  Expenses,  Ad- 
ministrative Expenses,  Profit  and  Loss,  and  Proprietor's  accounts. 
Briefly  explain  to  Mr.  Olson  the  process  of  summarizing.  Where  do 
you  make  the  necessary  entries,  and  what  are  these  entries  called! 

9 

N.  R.  Olson  has  these  entries  recorded  in  his  general  journal : 


January  1 


Cash 

Merchandise  Inventory 
Delivery  Equipment  . 
Accounts  Payable 
N.  R.  Olson,  Prop. 


$1,000.00 
4,000.00 
1,000.00 


$1,000.00 
5,000.00 


5 
Furniture  and  Fixtures  ....         200.00 

National  Equipment  Co.    .     .  200.00 

10 

Notes  Receivable 100.00 

William  Farley     .....  100.00 

15 

Selling  Expenses 150.00 

Administrative  Expenses    .     .  150.00 

31 
Purchases 1,200.00 

Merchandise  Inventory  .     .     .  1,200.00 

Sales 5,000.00 

Purchases      ........  5,000.00 

Profit  and  Loss 1,000.00 

Administrative  Expenses   .     .  1,000.00 

Explain  the  purpose  of  each  of  the  above  entries  and  state 
whether  they  would  be  termed  opening,  correcting,  current,  adjust- 
ing, or  closing  entries. 

10 

Explain  the  two  methods  by  which  the  adjusting  and  closing 
entries  may  be  made.    Which  method  is  preferable!    Whyt 
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LABORATORY  MATERIAL 

The  purpose  of  these  exercises  is  to  give  practice  in  making 
entries  in  the  general  journal. 

Exercise  No.  71 

The  Trial  Balance  of  James  Madison,  December  31st,  given  in 
Chapter  VII,  is  as  follows : 

Cash $   252.00 

Notes  Receivable .    .  27.92 

L.  S.  Lyon 47.81 

A.  C.Hodge 56.26 

N.  W.  Barnes 98.95 

E.  R.  Lambert 96.91 

J.  H.  Bishop , .    .  156.16 

Merchandise  Inventory 1,000.00 

Store  Furniture 220.00 

Delivery  Equipment 400.00 

Notes  Payable $     60.85 

M.  L.  Rose 240.00 

G.  B.  Brown  &  Co 465.00 

James  Madison,  Prop 1,940.00 

James  Madison,  Personal 50.00 

Sales 1,561.74 

Purchases 1,575.85 

Selling  Expenses 140.00 

Administrative  Expenses 145.73 

$4,267.59    $4,267.59 


Madison's  inventory  of  merchandise  on  December  31st  is  $1,450.00. 

Instructions :  1.  On  loose  ledger  paper  open  the  accounts  given 
in  Madison's  Trial  Balance.    Allow  five  lines  for  each  account. 

2.  On  a  sheet  of  journal  paper  make  the  entries  necessary  to 
adjust  and  close  the  ledger  of  Madison. 

3.  Post  these  entries  and  rule  the  accounts  that  balance. 

4.  Compare  the  accounts  affected  by  the  above  entries  with  the 
same  accounts  given  in  Chapter  IX,  where  the  adjusting  and  closing 
entries  were  made  directly  in  the  accounts. 
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Exercise  No.  72 

The  Trial  Balance  of  D.  C.  Brown,  on  December  31,  1919,  is  as 
follows: 

Cash .....$   450.00 

Accounts  Receivable 2,150.00 

Merchandise  Inventory,  Jan.  1st 1,500.00 

Office  Furniture 200.00 

Delivery  Equipment 350.00 

Notes  Payable $   200.00 

Accounts  Payable 1,800.00 

D.  C.  Brown,  Proprietor 1,970.00 

D.  C.  Brown,  Personal 120.00 

Sales 8,000.00 

Purchases 6,000.00 

Selling  Expenses 340.00 

Administrative  Expenses 860.00 

$11,970.00  $11,970.00 


Instructions:  1.  Make  a  Balance  Sheet  and  a  Statement  of  Profit 
and  Loss.    Inventory  of  Merchandise  Dec.  31st,  $1,200.00. 

2.  On  loose  ledger  paper  open  the  accounts  given  in  Brown's 
Trial  Balance.    Allow  five  lines  for  each  account. 

3.  On  a  sheet  of  journal  paper  make  the  entries  necessary  to 
adjust  and  close  Brown's  ledger. 

4.  Post  these  entries  and  rule  the  accounts  that  balance. 

Exercise  No.  73 

On  a  sheet  of  journal  paper  make  the  entries  necessary  to 
adjust  and  close  the  ledger  of  J.  B.  Small  as  prepared  in  Exercise 
No.  56.    Post  these  entries  and  rule  the  accounts  that  balance. 

Exercise  No.  74 

On  a  sheet  of  journal  paper  make  the  entries  necessary  to 
adjust  and  close  the  ledger  of  W.  D.  King  as  prepared  in  Exercise 
No.  57.    Post  these  entries  and  rule  the  accounts  that  balance. 

Exercise  No.  75 

On  a  sheet  of  journal  paper  make  the  entries  necessary  to 
adjust  and  close  the  ledger  of  A.  M.  Chapman  as  prepared  in  Exer- 
cise No.  58.    Post  these  entries  and  rule  the  accounts  that  balance. 
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CHAPTER  XIV 
BUSINESS  VOUCHERS  AND  FORMS 

Purpose  of  the  Voucher 

In  the  preceding  chapters  we  have  seen  how  business  trans- 
actions are  analyzed  and  the  result  of  the  analysis  recorded  in 
the  books  of  original  entry.  Since  the  bookkeeper  who  makes 
the  record  very  rarely  performs  the  transactions  which  are  to  be 
recorded,  it  will  be  realized  that  there  must  be  some  means 
by  which  he  obtains  the  information  necessary  to  make  the 
proper  entries.  This  is  well  illustrated  in  a  large  department  store 
where  hundreds  of  clerks  are  making  sales  in  the  different  depart- 
ments of  the  store,  the  buyers  are  purchasing  goods  in  the  various 
source  markets  of  the  world,  cash  is  being  received  in  the  various 
departments  as  a  result  of  sales,  as  well,  as  from  other  sources, 
and  being  sent  to  the  cashier,  and  cash  is  being  paid  out  under  the 
direction  of  the  treasurer.  The  accounting  department  has  no  per- 
sonal contact  with  these  various  transactions,  yet  it  must  record 
them  so  as  to  show  their  result  on  the  financial  condition  of  the 
business. 

The  same  condition  is  true  on  a  smaller  scale  in  practically  every 
business.  Those  who  record  the  transactions  perform  few,  if  any, 
of  them,  so  they  must  depend  on  having  communicated  to  them  by 
some  means  the  information  necessary  to  enable  them  to  make  the 
record.  Even  if  the  same  person  performs  the  transaction  and  makes 
the  record,  he  is  usually  unable  to  do  both  simultaneously,  hence 
he  must  have  some  memorandum  of  the  transaction  to  use  as  a  basis 
of  the  record  to  be  made  later.  Consequently  there  are  certain  forms 
or  papers  used  in  business  practice  which  provide  the  information 
in  reference  to  transactions  necessary  as  a  basis  for  their  entry. 
These  forms  are  frequently  referred  to  in  accounting  as  Vouchers. 
A  voucher  may  be  denned  briefly  as  the  written  evidence  of  a  busi- 
ness transaction. 

In  addition  to  serving  as  a  basis  of  the  entries  made  in  the  records, 
many  vouchers  are  used  to  facilitate  the  operation  of  the  transactions 
of  which  they  bear  evidence.  There  are  also  forms  and  papers  which 
are  used  solely  for  the  latter  purpose  and  are  not  used  as  vouchers 
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for  entries  at  all.  Since  they  are  all  necessary  to  the  per- 
formance of  the  operations  which  are  recorded  in  the  records,  they 
will  be  discussed  together,  although  it  is  in  the  voucher  as  a  basis  of 
the  accounting  entry  that  the  present  discussion  is  primarily  con- 
cerned. 

Classification  of  Vouchers  and  Forms 

The  vouchers  and  forms  which  are  used  in  business  practice  are 
so  numerous  and  so  varied  that  only  the  most  important  can  be  dis- 
cussed and  no  all-inclusive  classification  can  be  given.  For  the  pur- 
poses of  the  present  discussion,  however,  the  following  classification 
will  serve: 

1.  Vouchers  used  in  connection  with  the  purchase 
and  sale  of  merchandise. 

2.  Negotiable  vouchers  which  have  certain  char- 
acteristics not  common  to  vouchers  or  business  forms 
in  general  and  are  used  primarily  in  the  settlement  of 
obligations. 

3.  Miscellaneous  vouchers  and  forms,  which  include 
all  those  not  in  the  first  two  classes. 

The  Merchandise  Invoice 

When  merchandise  is  sold,  it  is  customary  for  the  seller  to  pre- 
pare an  itemized  statement  of  the  goods  sold  which  he  gives  or  sends 
to  the  customer.  At  the  same  time  that  he  makes  the  original  for  the 
purchaser  the  seller  usually  makes  one  or  more  copies  which  he  re- 
tains for  his  own  use.  This  statement,  both  from  the  viewpoint  of  the 
buyer  and  the  seller,  is  known  in  accounting  as  an  Invoice.  It  is  an 
itemized  statement  of  goods  bought  or  sold,  and  should  contain  the 
name  and  address  of  both  buyer  and  seller,  the  date  of  sale,  the  terms 
of  sale,  the  method  of  shipment,  if  any,  and  the  quantities,  kinds, 
and  prices  of  the  merchandise.  It  may,  of  course,  contain  other 
information,  if  desired.  The  method  which  may  be  employed  in 
using  the  invoice  as  a  basis  of  the  purchases  and  sales  records  will 
be  discussed  briefly. 

When  merchandise  is  bought  the  purchases  invoice  is  usually  re- 
ceived before  the  merchandise  arrives.  If  so,  the  invoice  is  filed  until 
the  merchandise  is  received,  when  a  comparison  is  made  to  see  that 
the  quantities  received  agree  with  those  listed  on  the  invoice.  The 
prices,  extension,  and  total  are  also  verified,  and  if  found  correct  an 
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entry  is  made  in  the  purchases  journal  as  described  in  a  preceding 
chapter.  Each  invoice  is  numbered  when  received  and  its  number 
recorded  in  the  folio  column  of  the  purchases  record.  After  the 
invoice  is  entered,  if  it  represents  a  credit  purchase,  it  is  filed  in  the 
4  *  Unpaid  Invoice' '  file  under  the  date  when  it  should  be  paid.  On 
that  date  it  is  removed  from  the  file  and  given  to  the  party  who  is 
responsible  for  its  payment.  After  it  has  been  paid  and  the  proper 
entry  made  in  the  cash  book,  it  is  stamped  as  paid,  and  filed  in  the 
1  *  Paid  Invoice' '  file,  so  as  to  be  available  for  future  reference  if 
desired. 

The  handling  of  the  sales  invoice,  or  the  "sales  ticket"  as  it  is 
frequently  called  in  retail  stores,  varies  to  a  considerable  degree,  de- 
pending upon  the  internal  organization  and  routine  of  the  particular 
business.  In  a  wholesale  business  one  or  more  copies  of  the  invoice 
sent  to  the  purchaser  is  made,  and  one  of  these  is  sent  to  the  account- 
ing department  from  which  an  entry  is  made  in  the  sales  record. 
When  the  invoice  is  paid  the  accounting  department  may  receive  a 
copy  of  the  invoice  stamped  "paid"  or  it  may  receive  the  remittance 
itself  or  may  be  notified  by  a  special  business  form  used  for  the  pur- 
pose. In  any  case  an  entry  is  made  in  the  cash  record  for  the  cash 
received.     The  invoice  may  be  stamped  as  paid  if  desired  and  is 

(Continued  on  page  20 J) 
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Illustration  No.  13 — Invoice 
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then  filed  where  it  can  be  obtained  for  future  reference,  if  necessary. 
Its  number  is  entered  in  the  folio  column  of  the  sales  record  and  this 
serves  as  a  means  of  identifying  it  with  the  transaction  to  which-  it 
pertains. 

In  a  retail  business  cash  sales  usually  constitute  a  large  item  and 
the  duplicate  sales  tickets  representing  these  are  totaled  at  the  end 
of  the  day,  checked  against  the  cash  received,  and  entered  as  a  total 
in  the  records.  The  credit  sales  ticket  may  be  entered  in  a  sales 
journal  as  separate  items  and  posted  from  there  to  the  customer's 
accounts,  or  they  may  be  posted  directly  from  the  sales  tickets  to  the 
customer's  accounts  and  then  entered  in  the  records  as  a  total  only. 
In  some  retail  stores  no  accounts  are  opened  with  individual  cus- 
tomers, the  credit  sales  being  posted  in  total  and  the  tickets  filed 
under  the  customer's  name.  When  the  customer  pays  his  account 
the  proper  entry  is  made  in  the  cash  record  and  the  sales  tickets  are 
removed  from  the  file  and  given  to  the  customer  or  destroyed.  At 
any  time  the  tickets  filed  under  the  customer's  name  show  the 
amount  he  owes.  If  it  is  the  practice  of  the  business  to  mail  state- 
ments to  customers  at  the  end  of  the  month  showing  the  amount  they 
owe,  these  would  be  made  from  the  tickets  in  the  file. 
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Negotiable  Instruments 

It  has  been  explained  previously  that  the  operations  of  a  business 
consist  mainly  in  the  making  of  business  transactions,  and  that 
business  transactions  consist  in  the  exchanging  of  values.  This  ex- 
change of  values  is  facilitated  by  the  use  of  certain  business  papers 
which  serve  as  a  medium  of  exchange.  The  nature  of  these  business 
papers  probably  can  be  best  explained  by  an  illustration.  When 
goods  are  sold,  there  may  be  received  from  the  customer  in  exchange 
for  the  goods  one  of  three  things :  cash,  a  written  promise,  or  an  oral 
promise.  If  cash  is  received  from  a  customer,  it  may  be  currency  or 
an  order  on  his  bank  to  pay  to  the  order  of  the  one  from  whom  he 
has  made  the  purchase  the  amount  required  to  pay  for  the  mer- 
chandise. This  demand  on  the  bank  is  written  because  the  one 
who  makes  the  order  has  deposited  with  the  bank  certain  money 
with  the  understanding  that  the  bank  will  pay  this  on  his  order. 
The  process  by  which  this  money  is  left  with  the  bank  and  such 
agreement  established  will  be  explained  in  the  next  chapter.  If 
C.  S.  Keefer  is  the  buyer  and  Albert  King  &  Co.  the  seller,  and 
the  payment  is  made  by  check,  the  order  would  be  in  the  form  of 
Illustration  No.  18.  This  written  order  or  statement  is  referred  to 
in  practice  as  a  Check. 
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Illustration  No.  15 — Check 

But,  instead  of  cash  a  written  promise  to  pay  cash  at  some 
future  date  may  be  received  in  exchange  for  goods  sold.  Such 
a  written  promise  is  known  as  a  Note.  When  a  note  is  received 
from  another  in  payment  of  merchandise,  it  is  termed  a  note  receiv- 
able by  the  business  receiving  it.  When  a  note  is  issued  in  payment 
of  merchandise  it  is  known  as  a  note  payable,  by  the  business  issuing 
it.    It  can  be  readily  seen  that  the  same  note  is  always  a  note  re- 
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ceivable  to  one  party  and  a  note  payable  to  another.    In  form  a  note 
may  be  as  follows: 
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Illustration  No.  16 — Note 

It  will  be  readily  seen  that  if  a  note,  say  for  thirty  days,  is  given 
in  payment  of  merchandise  at  the  time  of  the  sale,  the  relations 
between  the  purchaser  and  seller  with  reference  to  this  sale  are  not 
ended.  At  the  end  of  the  thirty  days  the  purchaser  must  pay  the 
note,  and  this  he  may  do  by  giving  the  seller  currency,  but  most 
likely  he  will  give  him  a  check  which  will  involve  the  process  de- 
scribed. In  the  same  manner,  if  an  oral  promise  to  pay  for  the 
merchandise  in  thirty  days  is  given  at  the  time  of  the  sale,  one  or  both 
of  the  business  forms  discussed  above  may  be  involved  before  final 
payment  is  made.  It  is  very  probable  if  cash  payment  is  made  at  the 
end  of  the  thirty  days  that  it  will  be  by  means  of  a  check.  It  is  like- 
wise possible  that  on  the  date  of  payment  of  the  oral  promise  a  writ- 
ten promise  or  note  will  be  given  for  an  extension  of  time,  and  later  a 
check  given  in  payment  of  the  note.  The  latter  situation  is  not  a 
desirable  one  from  the  viewpoint  of 'the  seller  and  does  not  occur 
frequently,  but  is  a  practice  sometimes  followed  by  firms  unable  to 
pay  their  open  accounts  promptly. 

It  will  be  realized,  of  course,  that  each  business  is  purchasing 
goods  as  well  as  selling  them,  and  that  usually  the  same  methods  are 
used  in  the  payment  of  goods  purchased  by  the  firm  as  are  used  by 
the  customers  of  the  firm  in  paying  for  goods  bought.  In  fact,  since 
the  buying  and  selling  of  goods  are  but  the  opposite  sides  of  the  same 
process,  this  must  of  necessity  be  true.  Not  only  are  such  business 
papers  as  the  check  and  the  note  used  in  the  purchase  and  sale  of 
merchandise,  but  they  are  used  in  the  same  manner  in  the  purchase 
and  sale  of  services.    The  employees  of  the  business  are  usually  paid 


Digitized  by  VjOOQL( 


204  Bookkeeping  and  Accounting 

for.  their  services  by  means  of  checks,  and  even  if  they  are  paid  in 
currency,  a  check  is  written  for  the  amount  needed  to  pay  them, 
and  the  amount  obtained  from  the  bank  where  the  company  keeps 
its  funds,  and  this  currency  is  then  distributed  to  the  employees.  If 
building  and  land  are  purchased,  they  will  be  paid  for  by  means  of 
a  check,  or  they  may  be  partially  paid  by  a  check  and  partially  by  a 
note.  The  method  of  procedure  in  the  latter  case  will  be  discussed 
fully  in  connection  with  mortgages  and  bonds  in  subsequent  chap- 
ters. It  is  only  necessary  here  for  the  student  to  see  that  the  note 
assists  in  the  exchange  which  takes  place  when  the  building  and  land 
are  purchased. 

Prom  the  above  discussion  it  should  be  apparent  how  such  busi- 
ness papers  as  the  check  and  the  note  facilitate  the  performance  of 
transactions,  and  that  some  knowledge  of  their  nature  and  function 
is  necessary  in  order  to  make  a  proper  record  of  the  transactions  of 
which  they  serve  as  evidence.  Such  business  papers,  which  are  used 
as  a  medium  of  exchange,  are  known  both  in  law  and  accounting  as 
Negotiable  Instruments.  They  possess  certain  characteristics  and 
must  comply  with  certain  legal  requirements  not  common  to  other 
business  vouchers  and  forms,  so  it  is  necessary  to  notice  their  nature 
a  little  more  definitely  than  is  indicated  above. 

Requisites  of  Negotiable  Instruments 

The  extensive  use  of  negotiable  instruments  as  a  medium  of  ex- 
change led  quite  early  in  the  development  of  commerce  to  the  regu- 
lation by  law  of  their  form  and  use.  In  the  United  States  there  has 
been  adopted  what  is  known  as  the  Uniform  Negotiable  Instruments 
Law.  The  purpose  of  this  law  is  to  make  the  legal  regulations  in 
connection  with  negotiable  instruments  uniform  in  the  various  states 
so  as  to  facilitate  their  use  in  commerce  between  the  states.  This 
law  states  certain  requisites  of  a  negotiable  instrument.  Probably 
their  essential  characteristics  can  not  be  better  explained  than  by  a 
summary  of  these  requisites  which  is  as  follows : 

1.  The  instrument  must  be  in  writing  and  signed  by 
the  maker  or  drawer. 

2.  It  must  contain  an  unconditional  promise  to  pay 
a  certain  sum  in  money. 

3.  It  must  be  payable  on  demand  or  at  a  time  which 
is  either  fixed  or  determinable. 

4.  It  must  be  payable  to  bearer  or  to  order. 
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Kinds  of  Negotiable  Instruments 

Any  written  statement  which  possesses  the  above  requisites  is  a 
negotiable  instrument.  No  particular  words  or  no  particular  order 
or  construction  of  these  words  is  necessary  so  long  as  the  requisites 
are  complied  with.  There  is,  however,  a  more  or  less  conventional 
form  in  which  the  various  negotiable  instruments  are  prepared,  and 
it  is  desirable  both  for  the  sake  of  brevity  and  of  clearness  that  this 
form  be  complied  with  in  each  case.  As  indicated  in  the  last  sentence, 
there  are  various  kinds  of  negotiable  instruments,  eafeh  having  a 
different  function  and  at  least  a  slightly  different  form.  Some  of 
the  principal  negotiable  instruments,  in  addition  to  the  note  and 
check  which  have  already  been  discussed  and  illustrated,  are  as 
follows : 

1.  Drafts. 

2.  Cashier's  Checks. 

3.  Express  Money  Orders. 

4.  Postal  Money  Orders. 

The  Draft 

A  Draft  is  a  written  order  by  which  one  party  directs  another 
to  pay  a  specified  sum  of  money  to  the  order  of  the  first  party  or  to 
the  order  of  a  third  party.  The  bank  check  is  a  draft,  since  it  is 
the  written  order  of  the  party  who  has  the  deposit  in  the  bank  to 
the  bank  to  pay  money  to  the  third  party.  It  is  usually  treated 
separately  from  drafts  in  general,  however,  because  of  its  special 
nature.    Drafts  other  than  checks  may  be  classified  as : 

1.  Bank  Drafts. 

2.  Commercial  Drafts. 

A  Bank  Draft  is  really  a  check  drawn  by  one  bank  on  another, 
and  is  evidence  that  the  bank  drawing  the  draft  has  money  on  de- 
posit with  the  bank  on  which  it  is  drawn.  The  purpose  and  use  of  a 
bank  draft  may  be  explained  by  means  of  an  illustration :  If  Henry 
Jones,  who  lives  in  Newark,  desires  to  pay  $500.00  to  W.  H.  Wood- 
ward, in  New  York,  he  may  go  to  his  bank  in  Newark  and  ask  to 
purchase  a  New  York  draft.  His  bank  in  Newark  will  probably  have 
money  on  deposit  with  some  bank  in  New  York  and  it  will  draw  a 
draft  on  this  bank,  ordering  it  to  pay  W.  H.  Woodward  $500.00. 
Jones  pays  his  local  bank  $500.00,  and  in  some  cases  a  little  more  to 
pay  for  the  trouble  incurred,  and  receives  the  draft  which  he  will 
send  to  W.  H.  Woodward.    The  latter  will  present  it  to  the  bank  on 

Digitized  by  VjOOQLC 


206  Bookkeeping  and  Accounting 

which  it  is  drawn,  or  will  transfer  it  to  some  other  bank  and  receive 
his  money  as  a  consequence.  The  form  of  a  bank  draft  may  be  as 
follows : 


*840g  Rrst  National  Bankss-4 
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Illustration  l\o.  17 — Bank  Draft 

The  Commercial  Draft,  formerly  much  used,  is  the  order  of  one 
private  individual  or  firm  to  another  directing  him  or  them  to  pay  a 
certain  sum  of  money  to  a  third  individual  or  firm.  In  form  it  may  be 
as  follows: 


iiju.siiatiiiii  l*o.  lb — v  ommercial  Draft 

The  theory  on  which  such  a  draft  is  based  is  that  J.  G.  Pipkin 
owes  A.  R.  Maynard  and  that  R.  A.  Grant  owes  J.  G.  Pipkin.  May- 
nard  presents  the  draft  to  Grant  and  obtains  his  money  and  this 
settles  both  debts.  Such  drafts  are  seldom  or  never  used  now,  and 
it  is  not  thought  worth  while  to  discuss  further  their  use  or  to  ex- 
plain the  bookkeeping  entries  which  would  be  necessary  to  record 
them.  At  the  present  time,  instead  of  using  a  draft,  as  suggested 
above,  Pipkin  would  mail  his  check  to  Maynard  for  the  amount  he 
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owes  him,  and  likewise  Grant  would  mail  his  check  to  Pipkin.  There 
are  several  reasons  why  the  use  of  the  "three-cornered"  draft,  as 
it  is  frequently  called,  is  impracticable,  the  principal  reason  being 
that  it  would  be  only  by  the  rarest  accident  that  Grant  would  owe 
Pipkin  the  same  amount  that  Pipkin  owes  Maynard.  Under  modern 
business  procedure  it  would  also  be  as  difficult  for  Maynard  to  col- 
lect the  draft  from  Grant  as  for  Pipkin  to  collect  it. 

Another  form  of  the  commercial  draft  which  is  still  in  use  is  one 
by  which  one  party  directs  the  second  party  to  pay  a  certain  sum  to 
the  first  party.    Such  a  draft  may  be  as  follows : 
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Illustration  No.  19 — Commercial  Draft 

The  above  draft  indicates  that  C.  R.  Ankromn  &  Son  owe  King 
&  Wilson  $100.00,  and  the  latter  desiring  to  collect  this  draw  a  draft 
in  favor  of  themselves  for  this  amount.  This  draft  they  probably 
give  to  their  Cincinnati  bank  for  collection  and  their  bank  forwards 
it*  to  some  St.  Louis  bank,  which  notifies  Ankromn  &  Son  that  a 
draft  is  held  for  collection.  Ankromn  &  Son  pay  the  St.  Louis  bank 
and  it  remits  to  the  Cincinnati  bank,  which  in  turn  gives  King  & 
Wilson  credit  for  that  amount. 

Instead  of  drawing  the  draft  in  favor  of  themselves,  King  and 
Wilson  might  have  made  it  payable  to  the  Cincinnati  bank.  In  this 
case  the  form  of  the  draft  would  be  the  same  except  the  name  of 
the  Cincinnati  bank  would  be  substituted  for  the  word  "Ourselves" 
in  the  form  given  above.  The  procedure  of  collecting  the  draft 
would  be  the  same  as  before. 

In  the  above  case  King  &  Wilson  will  not  make  an  entry  on 
their  accounting  records  until  they  are  notified  by  the  bank  that  the 
draft  has  been  paid  and  the  proceeds  placed  to  their  credit.    Then 
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they  would  make  an  entry  in  the  cash  book,  debiting  cash  and 
crediting  C.  R.  Ankromn  &  Son. 

According  to  time  of  payment,  drafts  are  classified  as  Sight 
Drafts  and  Time  Drafts.  Illustrations  Nos.  18  and  19  are  sight 
drafts;  that  is,  they  are  payable  "at  sight,"  which  means  they  are 
payable  as  soon  as  they  are  presented  for  payment.  A  time  draft  is 
one  which  is  made  payable  so  many  days  after  sight  or  after  date.  In 
the  case  of  such  a  draft,  if  the  person  directed  to  pay  it  is  willing  to 
do  so,  he  indicates  this  by  writing  the  word  "Accepted"  across  the 
face  of  the  draft  and  signing  his  name.  The  acceptance  of  a  draft 
makes  it  the  written  promise  of  the  one  accepting  it  to  pay  the 
amount  stipulated  at  the  specified  time.  It  is  in  nature,  therefore, 
the  same  as  a  note  and  is  so  treated  in  the  accounting  records. 

The  form  of  such  a  draft  may  be  as  follows : 


fytcceunfop 


mm 


Illustration  No.  20 — Accepted  Draft 


It  will  be  seen  by  the  above  illustrations  that  there  are  three 
parties  to  a  'draft :  the  one  who  makes  the  request  or  order,  called 
the  drawer;  the  one  who  is  directed  to  make  the  payment,  called  the 
drawee;  and  the  one  to  whom  it  is  to  be  paid,  called  the  payee. 
In  the  illustration  Moseley  &  Logan  are  the  drawer  and  First 
National  Bank  is  the  payee,  while  M.  B.  Hall  &  Co.  are  the  drawees, 
since  they  are  directed  to  pay  the  amount.  If  M.  B.  Hall  &  Co. 
accept  the  draft,  they  become  the  acceptors,  and  a  draft  so  accepted 
is  frequently  referred  to  as  an  acceptance. 

As  previously  stated,  an  accepted  draft  is  treated  in  the  records 
as  if  a  note.  If  it  is  received  by  the  business  the  Notes  Receivable 
account  is  debited  and  the  account  of  the  customer  accepting  it  is 
credited.     If  the  business  accepts  a  time  draft  drawn  on  it  by  a 
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creditor,  the  account  of  the  creditor  is  debited  and  the  Notes  Pay- 
able account  credited. 

Cashier's  Check 

A  Cashier's  Check  is  one  drawn  on  the  bank  and  signed  by  the 
cashier.  It  is  used  in  the  payment  of  collections  made  for  persons 
who  are  not  customers,  or  for  paying  obligations  of  the  bank.  In 
form  a  cashier's  check  may  be  as  follows : 
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Illustration  No.  21 — Cashier's  Check 

Express  Money  Order 

An  Express  Money  Order  is  a  check  issued  by  an  express  com- 
pany. It  is  used  as  a  means  of  transferring  money  from  one 
city  to  another.  The  one  desiring  to  transfer  the  money  deposits  it 
with  the  express  company  and  receives  the  express  money  order, 
which  is  then  sent  to  the  party  to  whom  he  desires  to  send  the  money. 
The  latter  presents  it  to  the  local  office  of  the  express  company  and 
receives  his  money. 

Postal  Money  Order 

This  is  issued  by  the  United  States  Post  Office  and  is  used 
for  the  same  purpose  as  the  express  money  order.  The  postmaster 
issues  the  order  on  the  sender's  written  application.  Postal  money 
orders  may  be  cashed  at  any  post  office  upon  proper  identification 
of  the  holder. 
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QUESTIONS  FOB  CLASS  DISCUSSION 

1 

The  Brown  Mercantile  Company  employs  twenty  sales  clerks. 
The  bookkeeper  records  the  sales  of  all  of  these  clerks.  How  does 
he  obtain  the  amount  of  their  sales  ? 

2 
What  is  a  voucher?    Give  two  purposes  which  it  may  serve. 

3 

The  King  Retail  Company  receives  a  shipment  of  goods  from  the 
Smith  Wholesale  Company.  The  box  in  which  the  goods  are  packed 
has  been  broken  and  it  looks  as  if  some  of  the  goods  have  been 
removed.  How  could  the  King  Retail  Company  determine  the 
amount  of  missing  goods,  if  any? 

4 

What  is  the  difference  between  the  sales  invoice  and  the  sales 
ticket? 

5 

The  Kansas  City  Department  Store  makes  numerous  cash  sales 
each  day.  How  would  they  record  these  sales  so  as  to  avoid  too 
much  detail  in  making  the  record  ?  The  same  store  makes  numerous 
sales  on  account.  How  would  you  suggest  that  they  record  these 
sales  to  avoid  making  a  separate  entry  for  each  sale  in  the  sales 
journal  ? 

6 

James  King  of  Washington,  D.  C,  desires  to  pay  Albert  Pick  & 
Company  of  Chicago,  $500.00  for  merchandise  purchased  from  the 
latter.  How  will  he  probably  make  the  payment?  Prepare  the 
business  paper  which  King  will  send  to  Albert  Pick  &  Company. 

7 

D.  D.  Sells  owes  Kenneth  MacNeal,  on  account,  $300.00,  due 

this  day.    Being  unable  to  pay  the  amount,  Sells  offers  MacNeal  a 

note  for  thirty  days,  in  settlement  of  the  open  account,  and  MacNeal 

accepts  the  offer.    Prepare  the  note  which  Sells  will  give  to  MacNeal. 
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8 
What  entry  would  MacNeal  make  on  his  records  when  he  re- 
ceives Sells'  note?    In  what  book  of  original  entry  would  he  make 
this  entry? 

9 
What  are  the  requisites  of  a  negotiable  instrument? 

10 
James  Chapman  has  a  note  of  a  customer  which  reads  as  follows: 
"Thirty  days  after  date  I  promise  to  pay  to  James  Chapman  five 
hundred  bushels  of  wheat.' '    Is  this  a  negotiable  instrument?    Why? 

11 
What  is  the  difference  between  a  bank  draft  and  a  commercial 
draft? 

12 
A.  M.  Anderson  owes  you  $300.00  and  sends  you  a  bank  draft  in 
payment.    What  entries  would  you  make  on  your  records? 

13 
L.  S.  Lyon  owes  you  $150.00.    You  draw  a  thirty-day  draft  on 
him.     He  accepts  the  draft  and  returns  it  to  you.     What  entries 
would  you  make  on  your  records? 

14 
What  is  a  cashier's  check?    For  what  purpose  is  it  used? 

15 
What  is  an  express  money  order?    Illustrate  its  use. 
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LABORATORY  MATERIAL 
Practice  Set  No.  1 

The  transactions  given  below  are  to  be  recorded  in  the  general 
journal,  sales  journal,  purchases  journal,  and  cash  book.  These 
books  may  be  represented  by  sheets  of  paper  ruled  similar  to  the 
illustrations  in  the  preceding  chapters  or  the  bound  blanks  that 
may  be  purchased  from  the  publishers  of  the  text. 

For  convenience  and  brevity,  the  letters  A,  B,  C,  D,  etc.,  are 
used  to  indicate  the  various  commodities  bought  and  sold.  Trans- 
actions of  the  same  nature  as  those  given  below  have  been  pro- 
vided in  connection  with  the  illustrations  in  the  preceding  chapters ; 
if  in  doubt  as  to  the  accounts  affected  or  the  book  of  account  in 
which  to  record  the  transaction,  consult  the  instructor  before  making 
your  record. 

Sept.  1.  Brwin  C.  Cline  invested  $8,000.00  in  the  wholesale  busi- 
ness at  220  South  Main  Street. 
Rented  store  and  warehouse  for  one  year  at  a  monthly 
rental  of  $150.00,  payable  in  advance.     (Debit  Ad- 
ministrative Expenses  account.) 

2.  Purchased  from  A.  B.  Hill,  on  30  days'  account,  100  A 

@$1.00;  200  B  @  $1.50. 

It  is  assumed  that  the  information  relative  to  this  and  suc- 
ceeding purchases  was  obtained  from  the  invoices  rendered  by  the 
seller  to  the  buyer  and  that  these  invoices  were  numbered  con- 
secutively beginning  with  one. 

Enter  this  invoice  as  No.  1  in  the  purchases  journal.  See 
Illustration  No.  9.  Use  the  date  of  the  transaction  as  the  invoice 
date  in  this  and  succeeding  purchases. 

3.  Paid  Gartman  &  Wagner  for  the  following  office  furni- 

ture: 2  flat-top  desks,  $200.00;  2  revolving  chairs, 
$25.00.     (Debit  Furniture  and  Fixtures.) 

4.  Purchased  of  Ralph  House,  on  20  days'  account,  200  A 

@  $1.25. 

5.  Purchased  from  Bertram  Harry,  on  30  days'  account, 

80  C  @  50  cents. 

6.  Sold  O.  T.  Gooch,  on  90'  days  account,  20  A  @  $1.25; 

50  B  @  $1.60. 

It  is  assumed  that  the  information  relative  to  this  and  suc- 
ceeding sales  was  obtained  from  a  carbon  copy  of  the  bill  sent  to 
the  purchaser  and  these  bills  numbered  consecutively  beginning 
with  one. 

Enter  this  sale  as  No.  1  in  the  sales  journal.  See  Illustration 
No.  10. 
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Sept.  6.  Bought  of  A.  B.  Hill,  on  30  days'  account,  500  C  @  50 
cents. 

8.  Paid  for  postage  and  stationery,  $5.00.     (Debit  Ad- 

ministrative Expenses.) 

9.  Paid  clerk  hire  for  week:  Donald  Sells,  $20.00;  Harry 

Swanson,  $18.00.  Sells'  salary  will  be  regarded  as 
an  administrative  expense.  All  other  salaries  will 
be  regarded  as  selling  expense. 

10.  Purchased  as  follows: 

John  Haywood,  10  days'  account,  200  A  @  90  cents. 
Bertram  Harry,  20  days'  account,  300  B  @  $1.50. 
Thomas  Hamlet,  10  days'  account,  200  C  @  60  cents. 

11.  Sold  as  follows: 

John  G.  Pipkin,  10  days'  account,  200  A  @  $1.25. 
A.  R.  Manley,  20  days'  account,  150  B  @  $2.00. 

12.  Brwin  C.  Cline  withdrew  for  personal  use  $50.00.  (Deb- 

it Cline's  Personal  account.) 

13.  Bought  of  Albert  Mabry  &  Co.,  for  cash,  the  following 

furniture:  2  filing  cabinets,  $100.00;  1   typewriter 
table,  $10.00. 
Bought  of  the  Underwood  Typewriter  Company,  for 
.cash,  one  typewriter,  $100.00. 

Instructions:  1.  Preparatory  to  posting,  open  accounts  as  fol- 
lows* allowing  the  space  indicated :  Cash,  8  lines ;  Notes  Receivable, 
5  lines;  Furniture  and  Fixtures,  8  lines;  Reserve  for  Depreciation 
of  Furniture  and  Fixtures,  5  lines;  Notes  Payable,  5  lines;  B.  C. 
Cline,  Proprietor,  8  lines;  B.  C.  Cline,  Personal,  5  lines;  Merchan- 
dise Inventory,  5  lines ;  Sales,  8  lines ;  Purchases,  8  lines ;  Adminis- 
trative Expenses,  10  lines;  Selling  Expenses,  8  lines;  Profit  and 
Loss,  10  lines ;  accounts  with  customers,  each  5  lines ;  accounts  with 
creditors,  each  5  lines.  If  you  are  using  the  bound  blanks  suggested 
at  the  beginning  of  the  exercise,  note  instructions  on  the  inside  front 
cover  of  the  ledger. 

2.  Post  from  the  purchases  journal,  sales  journal,  debit  side  of 
the  cash  book,  and  credit  side  of  the  cash  book  but  do  not  post  the 
totals.  Be  sure  to  indicate  the  posting  by  writing  the  ledger  page 
in  the  folio  column  in  the  books  of  original  entry,  and  the  page  in 
the  book  of  original  entry  in  the  folio  column  in  the  ledger. 

Note. — This  practice  set  is  continued  at  the  end  of  Chapter  XV.  Preserve 
the  records  which  you  have  made  so  that  they  can  be  used  for  the  remainder  of 
the  exercise. 
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CHAPTER  XV 


BUSINESS  VOUCHEES  AND  FORMS  (Continued) 

Endorsement  of  Negotiable  Instruments 

As  indicated  by  the  discussion  in  the  preceding  chapter,  it  is 
frequently  necessary  to  transfer  negotiable  instruments  from 
one  party  to  another.  A  legal  transfer  of  a  negotiable  instrument 
is  effected  by  endorsement  of  the  payee  or  holder  and  delivery  to 
the  party  to  whom  transferred.  In  addition  to  effecting  the  transfer 
of  a  negotiable  instrument,  its  endorsement  serves  as  a  guaranty 
that  it  is  valid  and  genuine  and  that  the  endorser  has  legal  title 
thereto.  In  case  the  payer  fails  to  pay  the  instrument  when  due, 
the  holder  can  hold  the  endorser,  in  case  he  complies  with  the  legal 
requirements  with  reference  to  presentation  and  to  giving  the 
endorser  notice.  The  law  of  negotiable  instruments  is  a  subject  of 
considerable  complexity  and  for  a  discussion  with  reference  to  the 
fixing  of  the  endorser's  liability,  as  well  as  other  legal  regulations 
referred  to  in  this  discussion,  the  student  must  be  referred  to  his 
course  in  business  law. 

There  are  several  forms  of  endorsement,  the  most  important 
from  the  viewpoint  of  modern  business  practice  being  as  follows: 

1.  Blank.  An  endorsement  in  blank  is 
effected  by  writing  the  name  of  the  payee  or 
holder  across  the  back.  It  has  the  same  effect 
as  making  the  paper  payable  to  bearer,  and  the 
instrument  may  be  transferred  by  any  subse- 
quent holder  without  further  endorsement,  but 
the  endorsement  of  each  holder  is  generally 
required,  for  identification. 

2.  Full.  This  endorsement  is  effected  by 
writing  "Pay  to  the  order  of "  above  the  name 
of  the  person  or  firm  to  whom  it  is  transferred 
and  signing  the  name  of  the  payee  or  holder. 
The  person  to  whom  it  is  transferred  must 
endorse  it  before  any  succeeding  holder  can 
obtain  title  to  it.  All  papers  sent  through  the 
mail,  or  to  be  held  for  some  time  by  the  person 
who  receives  them,  should  be  endorsed  in  full. 


James  Smith. 


Pay  to  the 

order  of 
C.  W.  King. 
James  Smith. 
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Pay  to  the  order  of 

J.  B.  Bell, 

without  recourse. 

L.  C.  Marshall. 

Pay  to  the  order  of 
The  Hyde  Park 

State  Bank, 
for  collection. 
L.  C.  Marshall. 


3.  Qualified.  The  effect  of  a  qualified 
endorsement  is  to  pass  the  title  without  ren- 
dering the  endorser  liable.  It  is  accom- 
plished by  writing  "without  recourse"  above 
the  signature  of  the  endorser. 

4.  Restrictive.  The  effect  of  a  restrictive 
endorsement  is  to  constitute  the  endorsee 
an  agent  of  the  endorser.  For  instance,  notes 
left  at  a  bank  for  collection  may  have  "for 
collection' '  written  above  the  endorsement. 
This  prevents  the  paper  from  being  used  as 
the  property  of  the  bank. 


The  endorsement  is  written  on  the  back  of  the  negotiable  instru- 
ment, and  the  first  endorsement  is  by  custom  placed  near  the  left- 
hand  end  of  the  instrument  as  illustrated  below : 


Illustration  No.  22 — Position  of  Endorsement 


When  partial  payment  is  made  on  a  negotiable  instrument,  a 
receipt  for  the  same  should  be  written  by  the  holder  on  the  back  of 
the  instrument.  The  date  and  the  amount  are  all  that  are  necessary ; 
the  name  of  the  holder  should  not  be  written,  for  if  so  it  might 
be  interpreted  as  an  endorsement. 
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A  negotiable  instrument  should  be  signed  by  the  party  or  parties 
responsible  for  its  payment,  or  by  an  authorized  agent.  Each  part- 
ner in  a  trading  partnership  can  sign  negotiable  instruments  and 
bind  the  firm  by  his  action  if  the  instrument  is  issued  in  the  regular 
conduct  of  the  business.  In  a  corporation,  such  instruments  are 
signed  by  some  officer  or  employee  authorized  by  the  by-laws  to  do 
so.  When  issued  by  a  partnership  or  a  corporation  they  are  signed 
with  the  firm  name  and,  in  addition,  the  name  of  the  officer  who 
signs. 

Miscellaneous  Business  Forms 

The  business  forms  which  may  be  used  in  connection  with  the 
transactions  of  a  business  are  so  numerous  that  it  is  impossible  to 
give  an  adequate  discussion  of  them.  The  following,  however,  are 
those  which  are  of  particular  importance  to  the  student  at  this  time : 

1.  Bill  of  Lading. 

2.  Statement  of  Account. 

3.  Receipt. 

4.  Forms  Used  in  Connection  with  Transactions  with 

a  Bank. 

The  Bill  of  Lading 

In  the  buying  and  selling  of  goods  it  is  necessary  that  they  be 
transported  from  place  to  place,  which  results  in  transactions  with 
the  railroad  or  other  transportation  companies.  When  goods  are 
delivered  to  a  transportation  company  for  shipment,  the  shipper 
receives  as  evidence  of  the  contract  with  the  railroad  a  written  state- 
ment, which  is  known  as  a  Bill  of  Lading.  The  bill  of  lading  con-  * 
tains  the  contract  provisions  under  which  the  railroad  accepts  the 
freight  for  carriage,  defines  its  liabilities,  and  states  the  duties  of 
the  shipper  as  well  as  of  itself.  The  Interstate  Commerce  Commission 
has  prescribed  a  standard  form  of  the  bill  of  lading  wrhich  must  be 
used  by  all  transportation  companies.  The  shipper  may  provide  his 
own  form  so  long  as  it  agrees  in  content  with  the  standard  form. 
There  are  two  forms  of  the  bill  of  lading — the  straight,  which  is  not 
negotiable,  and  the  order,  which  is  negotiable. 

The  bill  of  lading  is  made  in  triplicate.  The  original  is  signed 
by  the  shipper  and  the  railway  agent,  and  constitutes  the  former's 
receipt  for  the  goods  delivered  to  the  railroad.  The  second,  called 
the  shipping  order,  is  signed  by  the  shipper  only.  It  is  retained  by 
the  railroad  as  an  evidence  of  its  authority.  The  third  copy,  which 
is  a  duplicate  of  the  first  and  is  signed  by  the  shipper  and  the  agent, 
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is  held  by  the  shipper  as  a  duplicate  receipt  It  may  be  sent  with 
the  invoice  to  the  customer.  In  the  case  of  loss  or  damage  to  the 
goods  while  in  transit  the  original  bill  of  lading  is  required  as  a 
basis  of  a  claim  against  the  railroad. 


For  use  in  connection  with  tho  Standard  form  of  Straight  BUI  of  Lading  approved  by  tho  Interstate  Commerce  Commission  by 


Order  No.  7S7  of  June  27,  1908. 


_.- — _ _ Railroad  Company  aw*"  tu.. 

■  nu  munVIWtni/Vlll  , copyor*iplieau.co»*rtaf,the  property  aaa^  sertu  and  a  taleaded  solely 'or  6bag or  record.        Agents  Ma... 


RECEIVED,  subject  to  the  classifications  and  tariff*  m  effect  oo  the  date  of  the  receipt  by  the  carrier  uf  the  property  described  to  the 
Origmal  Bill  of  Lading 

•4  208  Commerce  St. _ 19  ......  ***"  C.  W.  KEELAND  &  CO., 

Third  Form  of  Bill  of  Lading. 


For  ute  in  connection  with  tho  Standard  form  of  Straight  Bill  of  Lading  approved  by  the  Interstate  Commorco  Commission  by 
o  Order  No.  787  of  Juno  27.  1908. 

..Railroad  Company  $■»•**«  * 

AfMU  No 


RECEIVED,  subrsct  to  the  emisificauoos  and  tariff*  io  effect  oo  the  date  of  mw  of  this  Shipping  Order 


at  2*8  Commerce  St.. 


.19 


C  W.  KEELAND  &  CO, 


Second  Form  of  Bill  of  Ladlnft. 


Uniform  Bill  of  Lading-Standard  form  of  Straight  Bill  of  Lading  approved  by  the  Interstate  Commerce  Commission  by 
1  Order  No.  787  of  June  27, 1 908. 


B«   &  0.    S.   We  Railroad  Company    *•*»•» «••. 


RECEIVED,  subject  to  the  daanficauoaa  and  tariffs  io  effect  ob  the  date  ol  issue  of  ihu  Original  Bill  of  Lading. 


at2wSC« 


BSt May  5» 


From 


19  . 


C.  W.  KEELAND  &  CO. 


The  property  described  below,  io  apparent  Rood  order,  except  aa  noted  (contents  and  condition  of  contests  of  packages  unknown),  marked, 
consigned  and  destined  aa  indicated  below,  which  said  Company  screes  to  carry  to  its  usual  place  of  delivery  at  said  destination,  if  op  its  road. 
Otherwise  to  deliver  to  another  carrier  on  the  route  to  said  destination.  It  is  mutually  agreed,  as  io  each  carrier  of  all  or  any  of  aaid  propmy 
oter  all  or  aay  portion  of  said  route  to  destination  and  as  to  each  party  at  aoy  lima  interested  in  all  or  my  of  said  property,  thai  every  service 
to  bojperformedhereundor  shall  be  subject  to  all  the  cooxLooos.  whether  printed  or  wntteo.  herein  ronuiocd  (including  conditions  on  baek 
horaoO.  and  which  are  agreed  to  by  the  shipper  and  accepted  for  himself  and  his  assigns.  

Tnera^ofFreightfrom    .. to         Pittsburgh 


is  in  rents  per  100  Lbs 


3? 


t».-Tkoa\ tst|  If  Irt Ctw    IF H  Claw     IF  Onto »     IFMOsai      IFWolsH     Ifawtt     IFJttClw    IF  M>  Clan    IFOftClasi 


IF  tsesial       IF  Sots*! 


(Mail  address— Not  for  purposes  of  Delivery  ) 

1873  Elm   St. 


CoaalcMd  to- 


We   H.    Ingram 


Do-i-io., Pittsburgh 

-_.  Your  line 

Rotate, -  


a—.?S9»/..c-, i ...  ^ie-gheny 


...Cnr  Initial Car  No.. 


60 

jbcT 


Deaenption  of  Articles  and  Special  Marks 


sckSj,  #1  Corn 
"       Oats 


6082# 
6i;i4# 
3849# 


If  charges  are  to  be  prepaid, 
write  or  stamp  here  "To  bo 
prepaid." 


Received!    .. 

to  s  pply  in  prepaymeot  of  tho 

choices  on  the  property  de- 


Agent  or  Cashier. 


Per 

(The  signature  here  ac- 
knowledges only  the  amount 
prepaid) 


Charges  Advanced. 

• - 


C  W.  KEELAND  dk  CO,  Sbippor.  Por-      B .Agnnt.  For 

'""'" """"  — — «  —  (Thai  Bill  of  Lading  is  to  bo  signed  by  the  shipper  and  agent  of  the  earner  iseuiac  same.)         " 

Plret  or  Original  Form  of  Bill  of  Lading. 
NOTE — That  part  of  Illustrations  of  forme  2  and  i  not  shown.  Is  the  same  as  the  lower  part  of  the 
Illustration  of  the  first  or  oriftlnal  form- 

Illustration  No.  23 — Bill  of  Lading 
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The  Statement  of  Account 

As  previously  explained,  when  goods  are  sold,  an  invoice  or  bill 
showing  quantities,  prices,  etc.,  is  made  and  sent  to  the  customer. 
In  the  case  of  a  wholesale  house  the  terms  are  stated  on  each  bill  and 
if  the  bill  is  not  paid  on  the  due  date,  the  customer  is  reminded  of 
the  fact  that  it  is  due  and  is  requested  to  remit.  If  several  bills 
become  due  and  are  unpaid  a  statement  may  be  made  showing  the 
customer  the  total  due,  but  the  practice  of  sending  such  statements 
except  in  the  case  of  overdue  amounts  is  not  prevalent  in  the  whole- 
sale trade. 

On  the  sales  ticket  made  at  the  time  of  a  retail  sale  the  terms  are 
not  stated,  for  it  is  understood  that  the  amount  is  to  be  paid  at  the 

(Continued  on  page  219) 
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Illustration  No.  24 — Statement  of  Account 
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end  of  the  month.  In  the  retail  trade  it  is  customary  to  make  a 
summary  of  the  amount  due  and  mail  it  to  the  customer  at  the  end 
of  the  month.  This  has  become  so  prevalent  that  the  customer 
usually  awaits  the  arrival  of  this  statement,  which  is  called  the  State- 
ment of  Account,  before  paying  the  amount  due. 

The  Receipt 

A  Receipt  is  a  written  acknowledgement  from  the  receiver 
to  the  giver  of  money  or  other  property  in  payment  of  some 
form  of  indebtedness.  Although  formerly  it  was  in  prevalent  use, 
the  receipt  is  rarely  employed  in  modern  business  practice.  If  the 
creditor  renders  a  bill  or  statement  of  account,  the  payment  of  the 
account  may  be  stated  on  the  face  of  this  statement  when  the  pay- 
ment is  made.  A  bill  or  statement  may  be  receipted  by  having 
written  or  stamped  across  its  face  the  following  or  its  equivalent : 

Received  Payment 

October  30, 1919 

Chicago  Wholesale  Grocery  Co. 

Per 

At  the  present  time  payments  are  usually  made  by  check,  and 
since  the  check  must  be  endorsed  by  the  payee,  it  serves  as  a  receipt. 

When  formal  receipts  are  used,  they  are  issued  from  a  book  in 
which  a  stub  or  duplicate  is  provided  for  each  receipt.  This  pro- 
vides a  permanent  record  of  the  information  given  on  each  receipt. 
The  illustration  below  shows  a  receipt  and  stub  properly  filled  out. 
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Illustration  No.  25— The  Receipt 


Forms  Used  in  Connection  with  Transactions  with  a  Bank 

As  indicated  several  times  in  the  previous  discussion,  it  is  the  prac- 
tice of  business  men  to  place  the  cash  funds  with  which  they  carry 
on  the  operations  of  their  business  in  the  custody  of  a  bank.    They 
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pay  their  obligations  by  giving  their  creditors  a  check  on  their  bank. 
The  nature  and  form  of  such  a  check  have  been  discussed  and  illus- 
trated in  the  preceding  chapter.  The  customers  of  the  business  usu- 
ally pay  their  obligations  by  giving  checks  on  their  banks,  and  in 
most  cases  the  bank  in  which  the  customer  has  his  funds  deposited 
is  a  different  one  from  the  bank  where  the  business  has  its  funds. 
The  business  deposits  these  checks,  which  means  it  gives  them  to 
its  bank  and  the  bank  adds  them  to  the  amount  which  the  business 
has  on  deposit  and  then  collects  from  the  bank  on  which  they  are 
drawn.  The  forms  used  in  connection  with  the  depositing  and  with- 
drawing of  money  from  the  bank  are : 

1.  The  Deposit  Ticket. 

2.  The  Signature  Card. 

3.  The  Pass  Book. 

4.  The  Bank  Statement. 

5.  The  Check  Book. 

The  Deposit  Ticket 

When  a  deposit  is  made,  the  depositor  lists  the  currency  and  cash 

items  to  be  deposited  on  a  printed 

Merchants  National  Bank  form  provided  by  the  bank,  which 

>o  depooted  by      ^  is  known  as  a  Deposit  Ticket.    It 

La^^^j  *j  /ys^**^£<^<>^>?^'  contains  the  name  of  the  depositor, 
^  4^^r.  ^/~—  jL~  t^  d^  of  the  deposit,  the  total 

amount  of  bills  and  specie,  and  the 
individual  checks  to  be  deposited. 
A  simple  form  of  the  deposit  ticket 
may  be  as  in  the  illustration  at 
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Illustration  No.  26 
Deposit  Ticket 


In  making  a  deposit  it  is  well 
to  follow  the  instructions  given 
below : 

1.  If  the  number  of  coins  to  be 
deposited  is  large,  they  should  be 
placed  in  envelopes  or  coin  wrap- 
pers provided  by  the  bank. 

2.  Paper  money  should  be  ar- 
ranged in  order,  with  the  smallest 
denominations  on  top. 

3.  Checks  should  be  arranged 
in  the  order  in  which  they  are 
listed  on  the  deposit  ticket.    The 
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names  of  the  local  banks  and  the  addresses  of  out-of-town  banks 
should  be  written  at  the  left,  on  the  same  line  with  the  amount  of 
the  check. 

4.  Each  check  should  be  properly  endorsed. 

5.  The  total  of  the  deposit  should  be  entered  at  the  bottom  in 
the  space  provided. 

The  Signature  Card 

At  the  time  the  first  deposit  is  made  the  bank  requires  the  de- 
positor to  sign  his  name  on  a  Signature  Card,  so  that  it  can  later  be 
identified  when  it  appears  on  the  checks  which  the  depositor  draws 
on  the  bank. 

The  Pass  Book 

At  the  time  of  the  first  deposit  the  bank  gives  the  depositor  a 
book  known  as  a  Pass  Book,  in  which  a  record  is  made  of  each 
deposit.  When  the  depositor  presents  his  deposit  and  deposit  slip 
to  the  bank-teller,  he  should  also  present  his  pass  book.  The  teller 
enters  the  amount  of  the  deposit  in  the  pass  book  and  this  serves  as 
the  depositor's  record  of  the  transaction.  The  teller  retains  the 
deposit  ticket  from  which  the  record  of  the  transaction  is  made  in 
the  bank's  books.  Formerly  it  was  customary  for  the  depositor  to 
leave  his  pass  book  at  the  bank  once  each  month  and  the  amount 
of  his  withdrawals,  as  evidenced  by  the  canceled  checks  returned, 
was  entered  in  it  and  subtracted  from  his  deposits,  thus  showing 
his  balance  in  the  bank.  This  practice  is  fast  becoming  obsolete  at 
present,  the  bank  giving  or  sending  the  customer,  instead,  a  monthly 
statement  which  shows  the  same  results.  When  the  plan  of  balanc- 
ing the  pass  book  is  followed,  the  checks  drawn  against  the  bank 
since  the  book  was  last  balanced  may  be  entered  on  the  credit  side 
and  the  book  ruled  and  the  balance  brought  down  in  the  same  man- 
ner as  in  a  cash  book.  In  some  cases  the  total  of  the  canceled  checks 
is  entered  directly  beneath  the  total  of  the  deposits.  By  subtracting 
these  totals  the  balance  on  deposit  is  obtained. 

The  Bank  Statement 

As  stated  above,  most  banks  do  not  follow  the  practice  of  balanc- 
ing the  depositor's  pass  book,  but  furnish  him  a  monthly  statement 
instead.    This  may  be  in  form  similar  to  that  sent  by  a  commercial 
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firm  to  its  customers,  but  it  shows  the  amount  due  the  depositor  by 
the  bank  rather  than  the  contrary  as  in  the  case  of  the  statement  of 
account.  Sometimes  the  bank  uses  what  is  known  as  the  envelope 
form  of  statement,  in  which  case  the  deposits,  withdrawals,  and 
balance  are  shown  on  the  back  of  the  envelope,  and  the  canceled 
vouchers  are  within.  The  following  will  serve  as  an  illustration  of 
the  bank  statement : 


JHattittntt  of 
J.   K.   Williams 

3ta  armtntt  nrtttf 

Jtrat  Natumal  Hank 

6  Vouchers  Returned 

(  IF  NO  ERRORS  ARE  REPORTED  WITHIN  TEN 

PLEASE    EXAMINE    AT    ONCE   ]  DAYS  THE  ACCOUNT  WILL  BE  CONSIDERED 

^rtminc    *xi     v/i^c    j  CORRECT    AND    VOUCHERS    GENUINE 
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278*62 
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1 

,496.86 

Illustration  No. 

27— Bank  Statement 

The  Check 

The  purpose  and  the  form  of  the  Bank  Check  have  been  discussed 
and  illustrated  in  the  preceding  chapter.  Checks  are  usually  issued 
from  a  bound  book  which  provides  for  stubs  on  which  is  made  a 
record  of  the  checks  issued.  The  stub  should  always  be  filled  out 
at  the  time  the  check  is  issued  and  full  particulars  given  therein. 
Frequently  the  check  stub  serves  as  a  basis  for  the  entry  on  the  credit 
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side  of  the  cash  book  and  serves  as  a  voucher  therefor.    Illustration 
No.  28  shows  a  check  and  stub  properly  filled  out. 
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Illustration  No.  28— The  Check  Book 
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QUESTIONS  FOB  CLASS  DISCUSSION 

1 

You  have  a  check  which  you  have  received  from  James  Simpson. 
You  desire  to  transfer  this  check  to  H.  T.  Ford  in  payment  of  a  debt 
which  you  owe  him.  What  will  you  have  to  dp  in  order  to  make  a 
legal  transfer  of  the  check  to  Ford! 

2 
Illustrate  the  different  ways  in  which  this  may  be  done  and 
explain  the  significance  of  each  method. 

3 
Mr.  Ford  presents  this  check  to  the  bank  on  which  it  is  drawn, 
and  it  declines  to  pay  it  because  Simpson  has  not  sufficient  funds  on 
deposit.    In  what  way  will  this  affect  you? 

4 
H.  G.  Moulton  owes  you  a  note  for  $500.00.    He  makes  a  partial 
payment  of  $300.00.    How  would  you  show  this  payment  on  the  notet 

5 
How  should  a  note  made  by  a  partnership  be  signed  t    If  made 
by  a  corporation? 

6 
What  is  the  purpose  of  the  bill  of  lading?    What  does  it  contain? 

7 
What  is  the  difference  between  the  straight  and  the  order  bill  of 
lading?    How  many  copies  of  the  bill  of  lading  are  usually  made? 
What  disposition  is  made  of  each? 

8 
What  is  the  purpose  of  the  statement  of  account?     Is  it  used 
mostly  in  the  wholesale  or  the  retail  trade?    Why? 

9 

What  is  the  purpose  of  the  receipt?  Why  is  it  not  used  as  much 
as  formerly? 
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10 
In  what  way  may  the  check  take  the  place  of  a  receipt  f 

11 
What  is  the  purpose  of  the  deposit  ticket?    Who  makes  it  outf 
How  should  the  items  be  arranged  on  itf 

12 
What  is  the  purpose  of  the  signature  cardf    When  is  it  signed  f 

13 
What  is  the  purpose  of  the  pass  book?    Who  makes  the  entries 
in  itf    What  is  meant  by  balancing  the  pass  book!    Is  this  practice 
as  prevalent  as  formerly!    Why! 

14 
What  does  the  bank  statement  show!    In  what  form  may  it  be 
made! 

15 
What  is  the  purpose  of  the  check  stub!     When  should  it  be 
filled  out! 
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LABORATORY  MATERIAL 


Practice  Set  No.  1 — Continued 

(Continued  from  Chapter  XIV) 

Sept.  15.  Sold  as  follows : 

G.  G.  Munn,  cash,  100  C  @  75  cents. 

N.  L.  Hasseler,  30  days'  account,  200  A  @  $1.40. 

Enter  the  cash  sale  to  G.  G.  Munn  in  the  sales  journal  and 
the  cash  book. 

16.  Paid  clerk  hire  as  follows :  Donald  Sells,  $20.00 ;  Harry 

Swanson,  $18.00. 
Received  of  O.  T.  Gooch,  in  payment  of  invoice  of 
Sept.  6th,  $105.00. 

17.  Sold  as  follows : 

A.  M.  Chapman,  n/20,  400  A  @  $1.75; 

200  B  @  $2.00 ;  100  C  @  75  cents. 
M.  B.  Reynolds,  n/20,  100  A  @  $1.25  ; 

200  C  @  75  cents. 

18.  Purchased  as  follows: 

Ralph  House,  n/20, 200  D  @  $2.00 ;  100  B  @  $2.50. 
John  Haywood,  n/10, 100  D  @  1.90 ;  150  A  @  1.00. 
H.  L.  Cohagen,    n/10,  200  E  @   2.50 ;  200  A  @   1.00. 

19.  Brwin  C.  Cline  sent  to  his  home  for  personal  use,  10  A 

@  $1.00. 
Note. — Study  this  transaction  carefully  and  determine  the 


accounts  affected.  Inquire  of  instructor  if  your  intended  entry 
is  correct  before  recording  it  in  the  journal.  Why  is  the  price 
in  this  case  stated  at  $1.00? 

20.  Issued  checks  to  the  following: 

John  Haywood,  $180.00,  in  payment  of  invoice  of 

Sept.  10th. 
Thomas  Hamlet,  $120.00,  in  payment  of  invoice  of 
Sept.  10th. 
Received  from  John  G.  Pipken  $250.00,  in  payment  of 
invoice  9/11. 

22.  Paid  Wabash  R.  R.  $90.00,  for  freight  on  merchandise 

received  over  their  road  since  Sept.  1st.    Inquire 
as  to  the  accounts  affected  before  making  record. 

23.  Paid  clerk  hire  as  follows:  Donald  Sells,  $25.00;  Harry 

Swanson,  $22.00;  A.  B.  English,  $20.00. 

24.  Paid  Ralph  House  $250.00,  in  payment  of  invoice  9/4. 
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Sept.  24.  Paid  Rock  Island  R.  R.  $60.00,  for  freight  on  merchan- 
dise received  over  that  road. 

26.  Sold  as  follows: 

H.  L.  Orr,  cash,  200  A  @  $1.20. 

D.  J.  Dwyer,  n/10,  300  B  @  $2.00;  200  C  @  75 

cents. 
R.  M.  Rafferty,  n/15,  300  D  @  $2.10;  100  B  @ 

$3.00. 

27.  Mr.  Cline  gave  20  A  @  $1.00  to  the  Salvation  Army. 

(Charge  to  Cline's  Personal  account.) 
Gave  a  30  days'  note  for  $650.00  to  Ralph  House,  in 

payment  of  invoice  9/18. 
Paid  H.  L.  Cohagen  $700.00,  in  payment  of  invoice 

9/18. 
Paid  John  Haywood  $340.00,  in  payment  of  invoice 

9/18. 

29.  Purchased  as  follows: 

Chas.  A.  Ankromn,  n/10,  600  A  @  $1.10;  300  B  @ 

$1.50;  400  C  @  50  cents. 
Marshall  Field  &  Co.,  n/15,  80  C  @  $1.10;  2001  D 

@  $2.00;  400  E@  $2.50. 

30.  Paid  Bertram  Harry  $450.00,  on  account. 

Sold  P.  S.  Hackenborn,  for  cash,  400  A  @  $1.25. 
Sold  I.  M.  Waugh,  n/30,  400  B  @  $1.75;  300  C  @  60 

cents ;  200  E  @  $3.00. 
Paid  clerk  hire  as  follows :  Donald  Sells,  $25.00 ;  Harry 

Swanson,  $22.00;  A.  B.  English,  $20.00. 
Received  20  days'  note  for  $300.00  from  A.  R.  Manley, 

in  payment  of  invoice  9/11. 
Paid  petty  expenses,  $20.00.   (Administrative  Expense.) 

Instructions:  1.  Post  the  entries  made  since  the  15th  in  the 
purchases  journal,  sales  journal,  general  journal,  and  cash  book, 
post  the  totals  of  each  of  these  books,  and  check  the  posting  for  the 
entire  month.  When  checking  the  posting,  indicate  by  check  mark 
( /)  that  each  entry  has  been  correctly  posted.  The  purpose  of  check- 
ing is  to  discover  any  errors  which  may  have  been  made  in  posting. 

2.  Take  a  Trial  Balance. 

Note. — This  practice  set  is  continued  at  the  end  of  Chapter  XVI.  Preserve 
the  records  which  you  have  made  so  that  they  can  be  used  for  the  remainder  of 
the  exercise. 
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CHAPTEE  XVI 
DEPRECIATION 

The  Necessity  for  Considering  Depreciation 

In  Chapter  III  it  was  stated  that  the  assets  of  a  business  may  be 
divided  into  two  classes:  those  which  are  in  the  form  of  cash  or 
which  will  be  liquidated  in  cash  within  a  relatively  short  time  in 
the  regular  operations  of  the  business,  and  those  which  the  owner 
plans  to  retain  in  the  business  and  not  to  liquidate  because  they  are 
necessary  in  the  conduct  of  the  business.  As  previously  explained, 
the  former  are  known  as  current  assets  and  the  latter  as  fixed  assets. 
In  previous  chapters,  cash,  notes  receivable,  accounts  receivable,  and 
merchandise  inventory  have  been  given  as  examples  of  current 
assets,  and  furniture  and  fixtures  and  delivery  equipment  have  been 
given  as  examples  of  fixed  assets. 

Since  the  fixed  assets  are  retained  for  use  in  the  business,  it 
should  be  apparent  that  such  use  will  cause  a  continuous  decrease 
in  their  value.  The  student  will  realize  readily  that  such  articles 
as  desks,  chairs,  tables,  etc.,  eventually  wear  out,  no  matter  how 
substantial  they  may  be.  This  decrease  in  value,  which  is  known  in 
accounting  as  depreciation,  takes  place  during  the  entire  life  of  the 
asset.  At  the  end  of  each  fiscal  period  the  depreciation  of  such 
assets  which  has  taken  place  since  the  beginning  of  the  period  must 
appear  on  the  accounting  reports  and  in  the  accounts,  if  the  true 
financial  condition  of  the  business  is  to  be  shown. 

The  Nature  of  Depreciation 

The  nature  of  depreciation  and  its  effect  on  the  financial  condi- 
tion of  the  business  may  be  shown  by  a  simple  illustration.  If  the 
proprietor  of  a  business  purchases  a  typewriter  for  $100.00,  which 
will  give  satisfactory  service  for  ten  years,  and  has  a  scrap  value  of 
$20.00  at  the  end  of  that  time,  the  use  of  the  typewriter  has  cost 
him  $80.00  for  the  ten  years,  or  $8.00  a  year,  just  as  clearly  as  if 
he  had  paid  $8.00  a  year  rent  for  the  use  of  a  machine.  This  yearly 
decrease  in  value  of  the  typewriter,  due  to  its  use  in  the  business, 
must  be  shown  in  the  accounting  records  in  two  ways:  it  must  be 
shown  as  a  deduction  from  the  asset  value  of  the  typewriter,  and  it 
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most  be  shown  as  an  expense  of  the  business.  The  student  should 
realize  readily  that  if  the  typewriter  will  decrease  in  value 
$80.00  in  ten  years,  it  would  be  unwise  to  wait  until  the  end  of  the 
ten  years  and  then  show  the  entire  decrease.  The  Balance  Sheets 
made  in  the  meantime  would  show  the  typewriter  at  its  original 
value  of  $100.00,  which  would  be  clearly  erroneous.  The  yearly 
decrease  in  value  should  also  be  treated  as  an  expense  of  conduct- 
ing the  business  each  year  just  as  a  yearly  rental  of  $8.00  would  be 
treated. 

Method  of  Showing  Depreciation  on  the  Balance  Sheet 

The  Balance  Sheet  shows,  among  other  things,  the  value  of  the 
various  assets  of  the  business.  In  order  that  the  Balance  Sheet 
may  be  of  the  greatest  value  to  the  owner,  as  well  as  to  others  who 
may  be  interested  in  the  business,  it  is  necessary  that  these  values 
be  stated  as  accurately  as  possible.  -It  is  from  the  Balance  Sheet 
and  other  such  reports  that  the  information  which  serves  as  a  basis 
for  judging  past  results  and  for  making  future  plans  is  obtained. 
Judgments  and  plans  based  on  inaccurate  information  are  danger- 
ous, hence  it  is  especially  desirable  that  the  values  on  the  Balance 
Sheet  be  stated  accurately.  The  fixed  assets  of  a  business  are  con- 
stantly decreasing  in  value;  consequently  it  is  necessary,  if  their 
value  is  to  be  shown  correctly,  that  the  depreciation  of  each  fiscal 
period  be  shown  on  the  Balance  Sheet  prepared  at  the  end  of  the 
period. 

For  purpose  of  illustration,  it  may  be  assumed  that  J.  H.  Bishop 
purchases  on  January  1st  furniture  and  fixtures  costing  $500.00  and 
delivery  equipment  costing  $800.00.  If  Bishop  uses  the  furniture  and 
fixtures  which  cost  $500.00  at  the  beginning  of  the  year,  it  is  evident 
that  they  are  not  worth  $500.00  at  the  end  of  the  year.  He  may  not 
know  the  exact  amount  they  have  decreased  in  value,  but  he  judges 
from  his  own  experience  and  that  of  others  that  such  furniture  and 
fixtures  will  be  worn  out  and  useless  in  ten  years.  Consequently,  he 
estimates  that  they  have  decreased  in  value  during  the  first  year  one- 
tenth  of  their  value  at  the  beginning  of  the  year,  or  $50.00.  This 
estimated  decrease  in  value  of  the  furniture  and  fixtures  may  be 
deducted  from  the  cost,  $500.00,  and  this  asset  will  then  be  listed 
on  the  Balance  Sheet  at  $450.00.  Since,  however,  the  $50.00  repre- 
sents only  the  estimated  decrease  in  value  of  the  asset,  and  adjust- 
ments may  have  to  be  made  later,  it  is  thought  by  accountants  and 
business  men  to  be  desirable  to  show  the  original  cost  of  the  asset 
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with  the  decrease  in  value  subtracted  therefrom.  As  previously 
stated,  the  decrease  in  value  of  an  asset,  because  of  its  use  in  the 
business,  is  known  as  depreciation.  Therefore  the  $50.00  allow- 
ance for  the  decrease  in  value  of  furniture  and  fixtures  might  be 
termed  an  "Allowance  for  Depreciation/ '  but  in  accounting  such 
estimated  decreases  in  the  value  of  fixed  assets  are  known  by  the 
technical  term  of  "Reserves/',  Hence,  the  estimated  decrease  in 
value  of  furniture  and  fixtures  is  termed  "Reserve  for  Depreciation 
of  Furniture  and  Fixtures/'  and  the  asset  will  be  shown  on  the 
Balance  Sheet  as  follows: 

Furniture  and  Fixtures $500.00 

Less :  Reserve  for  Depreciation  of  Fur- 
niture and  Fixtures 50.00 

$450.00 

Delivery  equipment  decreases  in  value  due  to  use,  the  same  as 
furniture  and  fixtures.  Consequently,  an  allowance  for  its  depre- 
ciation should  be  shown  on  the  Balance  Sheet.  If  Bishop  has 
delivery  equipment  valued  at  $800.00  at  the  beginning  of  the  year, 
which  he  estimates  will  last  for  five  years,  he  should  make  an 
allowance  for  its  depreciation  to  the  amount  of  $160.00  each  year. 
Accordingly,  at  the  end  of  the  first  year  he  may  show  his  delivery 
equipment  on  the  Balance  Sheet  at  $640.00,  and  not  show  the  depre- 
ciation as  a  separate  item.  The  preferable  method  of  showing  it, 
however,  is  as  follows : 

Delivery  Equipment $800.00 

Less:    Reserve    for    Depreciation    of 

Delivery  Equipment 160.00 

$640.00 

Method  of  Showing  Depreciation  in  the  Accounts 

If  the  original  cost  of  the  fixed  asset  and  the  amount  which  it 
has  depreciated  are  to  be  shown  as  separate  items  on  the  Balance 
Sheet,  it  should  be  evident  that  two  accounts  must  be  kept  with 
each  fixed  asset  subject  to  depreciation.  For  instance,  J.  H.  Bishop 
must  keep  two  accounts  with  Furniture  and  Fixtures  and  two  ac- 
counts with  Delivery  Equipment.  The  first  account  in  each  case 
will  show  the  original  cost  of  the  assets,  while  the  second  will  show 
the  estimated  depreciation  to  date.  The  construction  of  the  Fur- 
niture and  Fixtures  account  and  the  Delivery  Equipment  account 
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has  been  explained  in  Chapter  VI.  It  is  now  necessary  to  explain 
the  construction  of  the  Reserve  for  Depreciation  of  Furniture  and 
Fixtures  account  and  the  Reserve  for  Depreciation  of  Delivery 
Equipment  account. 


nd  -  / 


Reserve  for  Depreciation  of  Furniture  and  Fixtures  Account 

The  purpose  of  the  Reserve  for  Depreciation  of  Furniture  and 
Fixtures  account  is  to  show  the  net  amount  of  the  reserve  created     I     j(^ 
to  take  care  of  the  decrease  in  value  of  the  property  used  in  the     \ 

office  or  store.  J 

The  debits  and  credits  to  this  account  are  as  follows : 


Reserve  for  Depredation  of  Furniture  and  Fixtures 


DEBIT: 

With  the  coat  value  of  furniture  and 
fixtures  discarded  or  destroyed. 

With  the  difference  between  the  cost 
and  selling  price  of  furniture  and 
fixtures  sold. 


Credit* 
At  the  close  of  each  fiscal  period  with 
the  estimated  depreciation  of  fur- 
niture   and    fixtures    during    the 
period. 


The  balance  of  this  account  is  shown  on  the  Balance  Sheet  as  a 
deduction  from  the  original  cost  of  the  furniture  and  fixtures  in 
current  use  as  shown  by  the  Furniture  and  Fixtures  account. 

The  depreciation  of  a  fixed  asset  is  an  expense  of  the  period  in 
which  the  depreciation  takes  place ;  consequently,  when  the  depre- 
ciation for  the  period  is  credited  to  the  Reserve  account  some 
expense  account  must  be  debited.  The  method  of  making  the  entry 
which  is  necessary  to  show  the  depreciation  in  the  accounts  is 
explained  under  the  caption,  "Entries  Necessary  to  Record  Depre- 
ciation." 


Reserve  for  Depreciation  of  Delivery  Equipment  Account 

The  purpose  of  the  Reserve  for  Depreciation  of  Delivery  Equip- 
ment account  is  to  show  the  net  amount  of  the  reserve  created  to 
take  care  of  the  decrease  in  value  of  the  property  used  in  the 
delivery  of  merchandise  to  customers. 

The  debits  and  credits  to  this  account  are  as  follows : 

Reserve  for  Depredation  of  Delivery  Equipment 


Debit: 

With  the  cost  price  of  delivery  equip- 
ment discarded  or  destroyed. 

With  the  difference  between  the  cost 
and  selling  price  of  delivery  equip- 
ment sold. 


Cbedit: 
At  the  close  of  the  fiscal  period  with 
the  estimated  depreciation  of  deliv- 
ery equipment  during  the  period. 
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The  balance  of  this  account  is  shown  on  the  Balance  Sheet  as 
a  deduction  from  the  cost  of  the  delivery  equipment  in  current  use 
as  shown  by  the  Delivery  Equipment  account.  When  the  deprecia- 
tion for  the  period  is  credited  to  the  Reserve  account,  some  expense 
account  must  be  debited.  The  method  of  making  the  entry  which 
is  necessary  to  show  the  depreciation  in  the  accounts  is  explained 
below. 

Entries  Necessary  to  Record  Depreciation  at  End  of  the  Fiscal  Period 

Continuing  the  illustration  of  the  assets  of  J.  H.  Bishop, 
it  is  estimated  that  the  furniture  and  fixtures  have  depre- 
ciated in  value  to  the  amount,  of  $50.00,  hence  it  is  necessary  to 
show  this  amount  as  a  credit  to  a  Reserve  for  Depreciation  of  Furni- 
ture and  Fixtures  account  and  as  a  debit  to  some  expense  account. 
Since  the  furniture  and  fixtures  are  used  in  the  administration  of 
the  business,  the  depreciation  resulting  therefrom  may  be  con- 
sidered as  a  charge  or  debit  to  Administrative  Expenses.  Since 
the  delivery  equipment  is  used  in  connection  with  the  sale  of  mer- 
chandise, the  depreciation  on  it  may  be  treated  as  a  debit  to  Selling 
Expense.  Accordingly,  the  estimated  depreciation  of  $160.00  will 
be  debited  to  the  Selling  Expenses  account  and  credited  to  the 
Reserve  for  Depreciation  of  Delivery  Equipment  account. 

The  entries  for  depreciation  are  a  part  of  the  adjusting  entries 
which  are  made  at  the  end  of  the  fiscal  period  as  explained  in 
Chapter  IX.  Like  the  other  adjusting  entries,  they  are  made  in  the 
journal.  The  entries  necessary  to  record  the  depreciation  in  con- 
nection with  the  fixed  assets  of  J.  H.  Bishop  are  as  follows : 

31 

Administrative  Expenses $50.00 

Reserve  for  Depreciation  of  Fur- 
niture and  Fixtures $50.00 

To  record  the  yearly  depreciation  on 
furniture  and  fixtures. 

31 

Selling  Expenses 160.00 

Reserve  for  Depreciation  of  Deliv- 
ery Equipment 160.00 

To  record  the  yearly  depreciation  on 
delivery  equipment. 
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When  these  entries  are  posted,  the  ledger  accounts  affected  will 
appear  as  follows : 

Administrative  Expenses 


192 
Oct 

Nov 
Dec. 


For'd  from  p.  20 

2,28b 
20] 
190 
260 

17 
10 
78 
00 

1 

Dep.  on  F.  &  F. 

50 

00 

Selling  Expenses 


192 

Nov. 

26 

30 

Dec. 

31 

31 

ForM  from  p.  21 
Dep.  on  Del.  E. 


1,410  lOO 
10000 
21000 
160  00 


Reserve  for  Depreciation  of  Furniture  and  Fixtures 


192 
Dec. 


31 


50 


00 


Reserve  for  Depreciation  of  Delivery  Equipment 


192 
Dec. 


31 


160|00 


Illustration  of  Balance  Sheet  Showing  Depreciation  on  Fixed  Assets 
In  order  to  illustrate  more  clearly  the  method  of  showing  depre- 
ciation on  fixed  assets  on  the  Balance  Sheet,  the  following  Balance 
Sheet  of  J.  H.  Bishop  is  given : 


J.  H.  BISHOP 
Balance  Sheet — December  31,  192.. 


Assets 


Cubrent  Assets  : 

Cash 

Notes  Receivable    .    . 
Accounts  Receivable   . 
Merchandise  Inventory 
Total  Current  Assets 


$1,500.00 

100.00 

3,000.00 

3,500.00 


"$8,100.00 
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Fixed  Assets  :   . 

Furniture  and  Fixtures  .    .   .$500.00 
Less :  Reserve  for  Deprecia- 
tion              50.00 

450.00 
Delivery  Equipment    .    .    .      800.00 
Less :  Reserve  for  Deprecia- 
tion       160.00 

640.00 
Total  Fixed  Assets     .    .  1,090.00 

Total  Assets 9,190.00 

Liabilities 
Current  Liabilities: 

Notes  Payable 200.00 

Accounts  Payable  ....  1,300.00 

Total  Current  Liabilities  "    "  1,500.00 

Net  Worth  or  Proprietorship  $7,690.00 

Summary 

The  chief  problem  in  connection  with  the  accounting  for  fixed 
assets  is  the  proper  recording  of  the  depreciation  which  arises  from 
their  use  in  the  business.  With  few  exceptions,  this  depreciation 
is  continually  going  on  in  connection  with  all  fixed  assets,  and  it  is 
emphasized  at  this  point  so  that  the  student  will  see  from  the  begin- 
ning of  his  study  of  accounting  that  no  accurate  or  trustworthy 
reports  can  be  made  with  reference  to  the  financial  condition  of  a 
business  unless  the  depreciation  on  its  fixed  assets  is  taken  into 
consideration. 
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QUESTIONS  FOR  CLASS  DISCUSSION 

1 
On  January  1st,  A.  M.  Johnson  purchases  delivery  equipment 
to  the  amount  of  $1,200.00.    On  December  31st,  should  this  asset  be 
shown  on  the  Balance  Sheet  at  costt    If  not,  how  would  you  deter- 
mine the  amount  at  which  it  should  be  shown  t 

2 

If  it  is  estimated  that  the  delivery  equipment  has  depreciated 
$115.00  during  the  year,  how  would  this  depreciation  be  shown  on 
the  Balance  Sheet  f 

3 

How  would  the  depreciation  on  the  delivery  equipment  be  shown 
on  the  Statement  of  Profit  and  Loss! 

4 
If  the  furniture  and  fixtures  owned  by  Mr.  Johnson  have  depre- 
ciated $50.00  during  the  year,  how  should  this  be  shown  on  the 
Balance  Sheet  and  the  Statement  of  Profit  and  Loss? 

5 
H.  B.  Grimes  purchases  office  furniture  on  June  30,  1919,  for 
$500.00,  which  he  estimates  will  last  for  ten  years  and  have  a  scrap 
value  of  $50.00.  Explain  the  effect  of  this  estimate  on  the  Balance 
Sheet  and  the  Statement  of  Profit  and  Loss  of  Grimes  on  December 
31,  1919. 

6 
What  entries  will  be  necessary  on  December  31,  1919,  in  order 
to  give  effect  to  the  estimated  depreciation  on  office  furniture  t 

7 
Where  will  these  entries  be  made  and  what  are  they  called  t 

8 
A.  B.  King  purchases  a  used  automobile  for  $500.00  to  be  used 
for  delivering.    One  month  later  he  sells  it  for  $400.00.    Both  trans- 
actions are  for  cash.    Exp^in  the  entries  which  would  be  necessary 
to  record  these  two  transactions. 
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'r  9 

On  January  1st,  D.  A.  Jones  purchases  for  cash,  delivery  equip- 
ment which  costs  $700.00.  At  the  end  of  the  year  he  estimates  that 
this  equipment  has  depreciated  $120.00.  In  order  to  record  this 
depreciation  he  makes  the  following  entry: 

Profit  and  Loss $120.00 

Delivery  Equipment $120.00 

Is  this  entry  correct!  Why  t  If  not,  what  entry  should  he  make? 

10 
Immediately  after  closing  his  books,  Jones  sells  his  delivery 
equipment  for  $580.00.    How  would  this  transaction  be  recorded! 
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LABORATORY  MATERIAL 

Practice  Set  No.  1 — Continued 
September  30 

Instructions:  1.  Prepare  a  Balance  Sheet  and  a  Statement  of 
Profit  and  Loss  for  Brwin  C.  Cline  from  the  ledger  accounts  pre- 
pared in  connection  with  the  laboratory  material  in  the  preceding 
chapters,  taking  into  consideration  the  following  facts: 

Inventory  of  merchandise,  $1,200.00. 

Depreciation  on  furniture  and  fixtures,  2%  of  cost. 

2.  Make  the  journal  entries  necessary  to  adjust  the  ledger 
accounts  with  the  merchandise  inventory  and  the  fixed  assets  as 
shown  on  the  Balance  Sheet.    Post  them  to  the  ledger. 

3.  Close  the  ledger  by  journal  entries,  rule  the  accounts  that 
balance,  and  take  a  post-closing  Trial  Balance. 
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CHAPTER  XVII 
THE  ACCOUNTING  PROCESS— A  SUMMARY 

Purpose  of  This  Chapter 

In  the  preceding  chapters  an  attempt  has  been  made  to  give  a 
simple  but  comprehensive  survey  of  the  process  by  which  business 
data  is  recorded,  classified,  and  presented  so  that  it  may  be  used  by 
the  business  executive  and  his  assistants  in  the  management  and 
control  of  a  business  enterprise.  It  has  been  necessary,  in  order  to 
illustrate  the  principles  involved  and  to  show  their  application,  to 
introduce  much  extraneous  material  and  considerable  detail.  It  is 
deemed  advisable,  therefore,  to  present  at  the  conclusion  of  the 
discussion  of  this  process  a  brief  review  and  summary  so  the  student 
may  be  able  to  see  clearly  the  relationship  between  the  various  sub- 
jects discussed. 

Accounting  Reports 

It  has  been  emphasized  in  the  preceding  discussion  that  the 
primary  function  of  accounting  is  to  provide  information  which  can 
be  used  in  the  management  and  control  of  the  business  enterprise. 
Since  the  control  of  a  business  is  vested  in  the  owner  of  the  business 
or  those  to  wliom  he  has  delegated  his  authority,  it  is  obvious  that 
this  information  must  be  provided  in  a  form  in  which  he  can  under- 
stand and  use  it.  Unfortunately  the  majority  of  business  execu- 
tives do  not  understand  much  about  accounting,  so  the  data  pro- 
vided by  the  accounting  records  should  be  reported  to  them  by 
means  of  reports  which  are  accurate  and  comprehensive  but  simple 
and  informal  in  nature.  The  accountant  should  always  remember 
that  his  function  is  to  provide  the  information  which  the  business 
executive  needs  in  the  management  of  his  business  and  that  the 
accounting  record  must  be  devised  to  give  this  information.  It 
should  be  readily  apparent  to  the  student  that  in  different  lines  of 
business  with  different  types  of  organization  the  information  needed 
as  a  basis  of  management  will  be  different  and  the  accounting  rec- 
ords required  to  obtain  this  information  will  vary  accordingly.  For 
instance,  the  information  needed  in  order  to  manage  properly  a 
small  retail  store  will  be  distinctly  different  from  that  required  in 
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the  management  of  a  large  manufacturing  business.  In  each  case, 
however,  the  owner  or  manager  will  desire  certain  information  with 
reference  to  the  business  and  will  desire  this  made  in  the  form  of  a 
report.  In  the  case  of  the  small  retail  store,  the  owner  may  make 
the  report  himself  and  it  may  be  very  informal  and  incomplete, 
while  in  the  case  of  the  large  manufacturing  firm  a  much  more  com- 
plete and  formal  report  may  be  made ;  but  in  each  case  reports  will 
be  made  and  the  nature  and  amount  of  information  desired  on  them 
will  determine  in  the  main  the  nature  of  the  accounting  records  kept. 
The  student  will  find  in  the  continuance  of  his  study  of  account- 
ing that  an  almost  indefinite  number  of  reports  may  be  made  in 
connection  with  a  large  business.  However,  in  connection  with 
every  business  the  two  reports  almost  invariably  made  are : 

1.  The  Balance  Sheet,  which  gives  the  amount  and 
nature  of  the  assets,  liabilities,  and  proprietorship  of 
the  business. 

2.  The  Statement  of  Profit  and  Loss,  which  gives  the 
amount  and  nature  of  the  income  and  expenses  of  the 
business  for  a  certain  period  and  the  difference  between 
the  two,  or  its  net  profit  or  net  loss. 

These  two  reports  have  been  taken  in  the  preceding  chapters  as 
a  means  of  illustrating  the  function  of  reports  and  their  relation  to 
the  remainder  of  the  accounting  process,  because  they  are.  the  two 
in  most  prevalent  use  and  illustrate  the  relation  of  the  reports  to 
the  whole  process  better  than  do  any  others.  If  the  student  under- 
stands these  reports  he  should  have  no  difficulty  in  understanding 
other  reports  which  he  may  be  called  upon  to  study  or  use. 

The  Accounts 

The  information  which  appears  on  the  accounting  reports  is 
obtained  from  the  record  of  business  data  kept  in  the  accounts.  The 
number  and  nature  of  the  accounts  are  determined,  of  course,  by  the 
nature  of  the  information  desired  on  the  reports.  For  each  item  of 
information  appearing  on  the  reports  there  should  be  kept  an  ac- 
count, except,  of  course,  with  such  items  like  "gross  profit  on  sales," 
which  are  obtained  by  a  combination  of  other  items.  Accounts 
are  constructed  so  that  the  effect  of  any  transaction  on  the  financial 
condition  of  the  business  can  be  reflected  in  them.  The  title  of  the 
account  should  be  such  as  to  indicate  clearly  the  nature  of  the  infor- 
mation recorded  in  it.    Since  the  information  provided  by  the  ac- 

Digitized  by  VjOOQLC 


240  Bookkeeping  and  Accounting 

count  will  appear  on  the  reports  under  the  account  title,  the  title 
should  be  such  as  will  be  readily  understood  by  those  who  are  to 
use  the  reports.  Since  the  primary  purpose  of  the  accounts  is  to 
provide  the  information  appearing  on  the  reports,  no  attempt  should 
be  made  to  devise  a  system  of  accounts  for  a  business  until  the  nature 
of  the  reports  desired  by  the  management  is  determined.  For  this 
reason  the  accounting  reports  have  been  studied  first  in  the  preced- 
ing discussion. 

The  Books  of  Original  Entry 

The  transactions  of  a  business  are  not  recorded  directly  in  the 
accounts,  a  preliminary  record  being  made  in  certain  records,  fre- 
quently called  Books  of  Original  Entry,  from  whence  they  are 
posted  or  transferred  to  the  ledger  accounts.  The  number  and 
nature  of  the  books  of  original  entry  used  are  dependent  upon  the 
amount  and  nature  of  the  information  desired  with  reference  to  the 
business.  The  purpose  of  each  book  of  original  entry  is  to  provide 
a  summary  of  transactions  of  like  kind.  When  transactions  of  any 
kind  become  of  frequent  occurrence  a  special  journal  will  be  pro- 
vided for  their  record.  All  transactions  which  can  not  be  recorded 
in  any  special  journal  are  recorded  in  the  general  journal.  The 
transactions  of  most  frequent  occurrence  in  a  mercantile  business 
are  those  with. cash  received,  cash  paid,  merchandise  sold,  and  mer- 
chandise purchased.  Accordingly,  in  the  preceding  discussion  the 
purchases  journal,  the  sales  journal,  and  the  cash  book,  have  been 
given  as  illustrations  of  the  special  journals.  The  student  should 
bear  in  mind  that  all  books  of  original  entry  are  journals,  and  that 
the  debits  and  credits  posted  from  each  of  them  must  be  equal. 
Each  transaction  should  be  analyzed  and  its  effect  on  the  financial 
condition  as  reflected  in  the  accounts  and  later  on  the  reports  should 
be  determined  before  it  is  recorded  in  the  books  of  original  entry. 

Business  Vouchers  and  Forms 

The  information  necessary  to  make  a  record  in  the  books  of 
original  entry  is  obtained  from  the  Business  Vouchers  which  serve 
as  evidence  of  the  transactions.  These  business  vouchers  serve  not 
only  as  a  basis  of  the  entries  made  in  the  journals,  but  also  many  of 
them  are  used  as  a  means  of  facilitating  the  transactions  of  which 
they  bear  evidence.  There  are  also  business  forms  which  serve  the 
latter  purpose  and  not  the  former.  There  are  some  business  papers 
which  have  certain  characteristics  not  common  to  business  papers  in 
general,  and  these  are  known  in  both  law  and  accounting  as  nego- 
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tiable  instruments.  There  are  some  business  forms  which  arise  and 
are  used  only  in  connection  with  the  purchase  and  sale  of  merchan- 
dise.   A  classification  of  business  forms  may  therefore  be  as  follows : 

1.  Vouchers  Used  in  Connection  with  Merchandise  Pur- 

chases and  Sales. 

2.  Negotiable  Vouchers. 

3.  Miscellaneous  Vouchers  and  Forms. 

Each  of  these  classes  has  been  explained  and  illustrated  in  the 
preceding  chapters,  and  further  discussion  is  unnecessary  here. 

The  Accounting  Process 

From  the  above  discussion  it  may  be  seen  that  the  accounting 
process  involved  from  the  time  the  transaction  is  performed  until 
its  effect  on  the  business  is  shown  on  the  accounting  reports  may  be 
represented  in  outline  as  follows: 

Transactions — Vouchers — Books  of  Original  Entry — Accounts — 
Reports. 

The  transactions  performed  by  the  business  are  evidenced  by  the 
various  vouchers  previously  discussed.  From  these  vouchers  the 
transactions  are  entered  in  the  books  of  original  entry  or  journals, 
each  journal  except  the  general  journal  providing  a  summary  of 
transactions  of  like  kind.  The  entries  are  posted  from  these  jour- 
nals, and  from  the  accounts  the  reports  are  made.  This  is  the 
accounting  process  which  is  followed  in  every  business  of  every 
type  which  has  an  accounting  system,  although  in  some  it  is  not 
so  well  developed  as  in  others.  Obviously,  in  some  businesses  the 
form  of  vouchers,  as  well  as  the  form  and  name  of  the  journals  and 
the  titles  of  the  accounts,  will  be  different  from  those  given  in  the 
preceding  chapters  by  way  of  illustration.  The  principles  govern- 
ing their  construction  and  use  and  their  relation  to  each  other  will 
be,  with  few  exceptions,  the  same  as  given  in  the  preceding  dis- 
cussion. 

It  is  obvious  to  the  reader  that  in  this  text  the  discussion  has  not 
followed  the  order  indicated  in  the  above  graph,  but  rather  the 
reverse.  The  order  followed  in  the  preceding  discussion  may  be 
shown  by  the  following : 

Reports  —  Accounts  —  Books  of  Original  Entry  —  Vouchers  — 
Transactions. 

The  latter  order  has  been  followed  because  in  the  main  the 
nature  of  the  information  on  the  reports  determines  the  number  and 
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nature  of  the  accounts ;  the  information  desired  in  the  accounts  de- 
termines largely  the  nature  of  the  books  of  original  entry,  and  in 
turn  the  information  recorded  in  the  latter  determines  to  a  consid- 
erable degree  the  information  which  appears  on  the  vouchers.  The 
procedure  followed  was  chosen  because  by  this  method  in  the  study 
of  each  part  of  the  accounting  process  the  factors  which  determine 
its  nature  can  be  seen  and  understood. 

Importance  of  the  Accounting  Process 

It  is  imposible  for  the  student  to  learn  in  school,  or  even  out- 
side of  school,  all  the  special  forms  of  records  used  by  different 
business  firms.  Even  if  it  were  possible,  it  would  not  be  desirable, 
because  a  knowledge  of  the  detailed  records  of  various  businesses 
would  be  of  no  value  to  him.  If  he  understands  the  nature  of  the 
accounting  process  and  the  function  of  the  various  parts  of  the 
process  as  explained  in  the  previous  chapters,  and  as  further  ex- 
plained in  future  chapters,  he  will  have  little  difficulty  in  under- 
standing the  special  forms  and  records  used  by  any  particular  busi- 
ness. If,  as  is  very  probable,  he  does  not  work  in  the  accounting 
department  of  the  business,  but  in  some  of  the  other  various  depart- 
ments, he  will  be  able  to  interpret  and  understand  the  reports  he 
may  have  to  use  or  the  records  which  may  be  used  by  his  department 
and  the  relation  of  these  records  and  reports  to  the  accounting 
process  as  a  whole.  A  thorough  knowledge  of  the  accounting  proc- 
ess is,  therefore,  of  prime  importance. 
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QUESTIONS  FOB  CLASS  DISCUSSION 

1 
What  is  the  purpose  of  a  report? 

2 

What  are  the  two  reports  which  are  most  frequently  used  by 
business  men? 

3 
What  information  does  the  Balance  Sheet  contain  t 

4 

How  are  the  assets  of  a  business  classified  on  the  Balance  Sheet  f 
Explain  the  difference  between  the  two  classes  and  give  four  illus- 
trations of  each  kind. 

5 
What  are  the  liabilities  which  are  of  most  frequent  occurrence  in 
a  retail  business  f 

6 
What  information  does  the  Statement  of  Profit  and  Loss  contain  t 

7 
What  items  are  necessary  to  ascertain  the  cost  of  goods  soldf 

8 
How  is  the  value  of  the  inventory  which  appears  on  the  Balance 
Sheet  and  the  Statement  of  Profit  and  Loss  determined  t 

9 

What  are  operating  expenses  1  Give  two  illustrations  of  such 
expenses. 

10 
What  determines  the  number  and  nature  of  the  accounts  kept 
by  a  business  f 

11 
What  principle  is  it  necessary  to  remember  in  the  debiting  and 
crediting  of  accounts  with  fixed  assets  f 

12 
Describe  how  an  account  may  be  transferred  from  one  page  to 
another. 
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13 

What  is  meant  by  the  balance  of  an  account?    When  an  account 
is  in  balance,  how  is  this  indicated! 

14 
How  are  personal  accounts  ruled! 

15 
Why  are  entries  first  made  in  books  of  original  entry  instead  of 
being  entered  directly  in  the  accounts  f 

16 
Name  four  books  of  original  entry,  the  purpose  of  each,  and  how 
each  is  posted. 

17 
What  is  the.  purpose  of  the  Trial  Balance,  and  how  often  is  it 
taken! 

18 
What  is  the  purpose  of  the  adjusting  entries!    Give  the  adjust- 
ing entries  which  have  been  made  in  the  preceding  work. 

19 
What  is  the  purpose  of  the  closing  entries!     Give  the  entries 
necessary  to  close  the  Purchases,  Sales,  Administrative  Expenses, 
Selling  Expenses,  and  Profit  and  Loss  accounts. 

20 
What  is  the  purpose  of  the  voucher!    How  may  vouchers  be 
classified! 

21 
Give  the  name  and  purpose  of  five  negotiable  instruments. 

22 

What  are  the  requisites  of  a  negotiable  instrument?    Illustrate 
each. 

23 

Explain  how  a  deposit  is  made  at  the  bank.    What  forms  are 
necessary  in  carrying  on  transactions  with  the  bank! 

24 
What  is  meant  by  the  "accounting  process"!    Is  this  process  the 
same  in  all  businesses! 

25 
Why  is  an  understanding  of  the  accounting  process  important! 

LABORATORY  MATERIAL 

Practice  Set  No.  2,  Chapter  XVIII,  should  be  completed  next. 
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CHAPTER  XVIII 
THE  APPLICATION  OF  PRINCIPLES— A  PRACTICE  SET 

Purpose  of  Chapter 

The  purpose  of  this  chapter  is  to  provide  material  which  will 
illustrate  and  require  the  application  of  the  principles  discussed  in 
the  preceding  chapters.  The  work  is  designed  to  illustrate  the 
entire  accounting  process.  Whether  the  business  vouchers  are  used 
is  optional  with  the  instructor.  If  desired,  the  record  can  be  made 
from  the  memoranda  of  transactions  which  follow,  without  refer- 
ence to  the  business  vouchers  which  in  practice  would  serve  as 
evidence  of  these  transactions.  If  preferred,  the  material  of  this 
chapter  can  be  obtained  in  the  form  of  a  business  practice  set  which 
is  published  separately.  If  the  latter  material  is  used,  the  transac- 
tions in  the  text  will  be  useful  by  way  of  review  and  as  a  manual 
of  reference  while  the  work  is  being  performed. 

Preliminary  Instructions 

The  transactions  given  in  the  chapter  represent  certain  trans- 
actions of  a  retail  clothing  merchant.  No  attempt  is  made  to  give 
all  the  transactions  which  would  be  performed  in  a  period  of  the 
length  covered  by  the  exercise,  but  only  to  give  such  transactions 
as  would  be  indicative  of  those  performed  by  such  a  retail  business. 
Although  the  transactions  given  deal  with  the  commodities  pur- 
chased and  sold  by  a  retail  clothing  store,  they  are  intended  to 
illustrate  the  general  principles  of  accounting  rather  than  the  tech- 
nique of  the  accounting  system  of  any  particular  business.  In  other 
words,  it  is  the  purpose  of  this  exercise  to  illustrate  principles  rather 
than  the  practices  of  any  particular  business. 

The  preliminary,  record  of  the  transactions  is  to  be  made  in  the 
following  books  of  original  entry :  journal,  cash  book,  sales  journal, 
and  purchases  journal.  The  exercise  covers  a  period  of  two  months. 
A  Trial  Balance  is  to  be  taken  at  the  end  of  the  first  month.  At 
the  end  of  the  second  month  a  Trial  Balance,  a  Balance  Sheet,  and 
a  Statement  of  Profit  and  Loss  are  made,  and  the  ledger  closed. 
Very  few  instructions  are  given  with  reference  to  the  individual 
transactions.  It  is  assumed  that  if  the  student  has  satisfactorily 
completed  the  preceding  work,  he  will  be  able  to  perform  the  work 
required  by  this  exercise  without  detailed  instructions. 

245 
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Practice  Set  No.  2 
MEMORANDA  OF  TRANSACTIONS 

RETAIL  CLOTHING  BUSINESS 

L.  C.  Johnson 

NOVEMBER  TRANSACTIONS 

1.  L.  C.  Johnson  invests  $3,000.00  in  the  retail  clothing  business. 

He  employs  you  as  bookkeeper  at  a  salary  of  $65.00  per 
month. 

2.  Bought  of  Alfred,  Decker  &  Cohen,  on  account,  merchandise 

per  invoice  of  this  date :  10  suits  at  $25.00 ;  5  suits  at  $30.00 ; 

2  suits  at  $37.50;  total,  $475.00. 

Use  the  date  of  the  transaction  as  the  date  of  the  invoice  and  the  name  of 
the  city  in  which  your  school  is  located  for  this  and  succeeding  purchases. 
Number  the  invoices  consecutively,  beginning  with  one. 

Paid  $40.00  rent  for  month. 

3.  Bought  of  Phillips  Bros.,  on  account,  merchandise  per  invoice 

of  this  date:  10  overcoats  at  $30.00;  2  suits  at  $17.50;  total, 
$335.00. 

4.  Bought  of  Cluett,  Peabody  &  Co.,  on  account,  merchandise  per 

invoice  of  this  date :  5  dozen  shirts  at  $15.00 ;  5  dozen  shirts 
at  $18.00;  2  dozen  shirts,  at  $24.00;  20  dozen  collars  at  $2.00; 
10  dozen  collars  at  $3.00;  total,  $283.00. 

5.  Sold  R.  P.  Douglas,  on  account,  merchandise:  1  suit  at  $55.00; 

3  shirts  at  $3.00;  4  collars  at  25c ;  total,  $65.00. 

Use  the  name  of  the  city  in  which  your  school  is  located  as  the  address  in 
this  and  succeeding  sales.  Number  the  sales  consecutively  beginning 
with  one. 

6.  Bought  of  National  Store  Equipment  Co.,  for  cash,  4  wall  cases 

at  $150.00;  3  show  cases  at  $50.00;  1  clothing  rack  at  $25.00; 
total,  $775.00. 
Received  $70.00  for  sundry  cash  sales  to  date. 

8.  Sold  M.  Cross,  on  account,  merchandise:  3  shirts  at  $3.00;  5 

collars  at  40c;  1  shirt  at  $2.00;  total,  $13.00. 
Bought  of  Standard  Necktie  Co.,  on  account,  merchandise  per 
invoice  of  this  date :  4  dozen  neckties  at  $6.00 ;  2  dozen  neck- 
ties at  $9.00;  3  dozen  neckties  at  $12.00;  4  dozen  suspenders 
at  $4.50;  total,  $96.00. 

9.  Bought  of  Rothschild  Clothing  Co.,  on  account,  merchandise  per 

invoice  of  this  date:  15  suits  at  $14.00;  10  suits  at  $24.00; 

4  overcoats  at  $20.00;  total,  $530.00. 

Received  $20.00  from  R.  P.  Douglas  to  apply  on  account. 
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10.  Sold  C.  Jasper,  on  account,  merchandise :  1  suit  at  $40.00 ;  2  ties 

at  $1.50 ;  2  pairs  suspenders  at  50c ;  1  shirt  at  $2.50 ;  1  shirt  at 
$3.00;  total,  $49.50. 
Bought  from  Alfred,  Decker  &  Cohen,  on  account,  merchandise 
per  invoice  of  this  date :  10  overcoats  at  $30.00 ;  10  suits  at 
$30.00;  2  suits  at  $25.00;  2  dozen  pairs  trousers  at  $84.00; 
1  dozen  pair  trousers  at  $72.00;  total,  $890.00. 

11.  Paid  $25.00  for  newspaper  advertising. 

12.  Sold  S.  Newton,  on  account,  merchandise:  1  suit  at  $35.00;  2 

pairs  trousers  at  $10.00;  2  shirts  at  $2.50;  total,  $60.00. 

13.  Received  $155.00  for  sundry  cash  sales  to  date. 

Paid  Alfred,  Decker  &  Cohen  $475.00  in  full  for  invoice  of 
November  2nd. 

15.  Sold  R.  P.  Douglas,  on  account,  merchandise :  1  suit  at  $25.00. 
Paid  Cluett,  Peabody  &  Co.  $100.00  xon  account. 

16.  Bought  of  Standard  Necktie  Co.,  on  account,  merchandise  as 

per  invoice  of  this  date :  2  dozen  mufflers  at  $12.00 ;  2  dozen 
ties  at  $5.50 ;  total,  $35.00. 

17.  Bought  of  Goodyear  Rubber  Co.,  on  account,  10  cravenettes  at 

$20.00;  10  cravenettes  at  $15.00;  5  cravenettes  at  $17.00; 
total,  $435.00. 

18.  Received  $70.00  from  R.  P.  Douglas  in  full  of  account. 

19.  Sold  G.  Jerome,  on  account,  merchandise:  1  overcoat  at  $35.00; 

1  pair  trousers  at  $10.00 ;  total,  $45.00. 

20.  Paid  Phillips  Bros.  $150.00  on  account. 
Received  $210.00  for  sundry  cash  sales  to  date. 

22.  Sold  Doval  Logging  Co.,  on  account,  merchandise:  8  suits  at 

$20.00;  6  pairs  trousers  at  $9.00;  3  shirts  at  $3.00;  1  shirt  at 
$2.00;  total,  $225.00. 

23.  Bought  of  the  Michigan  Woolen  Co.,  on  account,  merchandise 

per  invoice  of  this  date :  10  mackinaws  at  $10.00 ;  5  mackinaws 
at  $12.00;  1  dozen  shirts  at  $48.00;  1  dozen  shirts  at  $36.00; 
4  dozen  sox  at  $4.50;  6  dozen  sox  at  $6.00;  6  dozen  sox  at 
$7.00;  2  dozen  sox  at  $9.00;  total,  $358.00. 

24.  Received  $13.00  from  M.  Cross  in  full  of  account. 

Paid  Rothschild  Clothing  Co.  $150.00  to  apply  on  account 

25.  Received  $25.00  from  C.  Jasper  to  apply  on  account. 

26.  Sold  Doval  Logging  Co.,  on  account,  merchandise :  2  mackinaws 

at  $15.00;  4  shirts  at  $5.00;  total,  $50.00. 

27.  Paid  $25.00  for  billboard  advertising. 
Received  $225.00  for  sundry  cash  sales  to  date. 
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29.  Paid  $38.00  for  freight  and  drayage. 

Received  $100.00  from  Doval  Logging  Co.  to  apply  on  account. 

30.  Paid  Standard  Necktie  Co.  $50.00  to  apply  on  account. 
Paid  bookkeeper's  salary,  $65.00. 

Instructions:     1.  Post'  all  the  entries  in  the  books  of  original 
entry,  including  the  totals. 

2.  In  opening  the  accounts  place  four  accounts  on  each  page. 

3.  Take  a  Trial  Balance.  . 

4.  After  the  Trial  Balance  is  approved  by  the  instructor,  proceed 
with  the  December  transactions. 

DECEMBER  TRANSACTIONS 

1.  Sold  R.  P.  Douglas,  on  account,  merchandise :  1  suit  at  $28.00. 
Paid  rent  for  month,  $40.00. 

2.  Bought  of  Cluett,  Peabody  &  Co.,  on  account,  merchandise  per 

invoice  of  this  date :  5  dozen  shirts  at  $18.00 ;  1  dozen  shirts  at 
$24.00;  1  dozen  shirts  at  $30.00;  2  dozen  collars  at  $2.00; 
total,  $148.00. 

3.  Received  from  Doval  Logging  Co.  their  60-day  note  for  $175.00 

in  full  of  account. 
Received  $185.00  for  sundry  cash  sales  to  date. 

4.  Sent  Alfred,  Decker  &  Cohen  a  check  for  $500.00  to  apply  on 

account. 

6.  Sold  M.  Cross,  on  account,  merchandise :  1  cravenette  at  $25.00 ; 

1  shirt  at  $2.50;  total,  $27.50. 

7.  Sent  Phillips  Bros,  a  check. for  $185.00  in  full  of  account. 

8.  Received  $24.50  from  C.  Jasper  in  full  of  account. 

Bought  from  Alfred,  Decker  &  Cohen,  on  account,  merchandise 
per  invoice  of  this  date :  12  suits  at  $25.00 ;  6  suits  at  $30.00 ; 
4  suits  at  $35.00 ;  10  spring  overcoats  at  $20.00 ;  5  spring  over- 
coats at  $22.50 ;  5  pairs  trousers  at  $6.50 ;  total,  $965.00. 

9.  Sent  Cluett,  Peabody  &  Co.  a  check  for  $183.00  in  full  for  invoice 

received  November  4th. 
Sold  P.  Miller,  on  account,  merchandise :  1  suit  at  $30.00. 
Sold  L.  Cramer,  on  account,  merchandise :  1  cravenette  at  $30.00; 

1  shirt  at  $4.00;  total,  $34.00. 
10.  Paid  for  newspaper  advertising,  $35.00. 

Received  $228.00  for  sundry  cash  sales  to  date. 

Sold  O.  T.  Watson,  on  account,  merchandise:  1  spring  overcoat 

at  $35.00;  1  shirt  at  $4.00;  total,  $39.00. 
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11.  Sent  Rothschild  Clothing  Co.  a  check  for  $380.00  in  fall  of 
account. 
Sold  C.  McGraw,  on  account,  merchandise:  2  shirts  at  $4.00; 
1  pair  trousers  at  $10.00;  2  neckties  at  $1.50;  total,  $21.00. 

13.  Paid  Goodyear  Rubber  Co.  $200.00  to  apply  on  account. 
Sold  G.  Monroe,  on  account,  merchandise :  1  suit  at  $45.00. 

14.  Mr.  Johnson  invests  cash,  $200.00. 

Bought  of  Keith  Bros,  merchandise  on  account  per  invoice  of 
this  date:  10  dozen  hats  at  $30.00;  2  dozen  hats  at  $36.00; 
1  dozen  hats  at  $48.00;  total,  $420.00. 

Sold  D.  Norton,  on  account,  merchandise :  1  hat  at  $5.00 ;  1  spring 
overcoat,  $30.00;  total,  $35.00. 

15.  Bought  a  safe  for  cash,  $100.00. 

16.  Paid  Michigan  Woolen  Co.,  to  apply  on  account,  $200.00. 

Sold  to  Peter  Stanley,  on  account,  merchandise:  1  spring  over- 
coat at  $30.00;  1  shirt  at  $4.00;  1  pair  trousers  at  $9.00;  1  hat 
at  $5.00;  1  tie  at  $1.50;  total,  $49.50. 

17.  Sold  to  C.  Jasper,  merchandise :  1  hat  at  $7.00;  2  shirts  at  $3.00; 

1  shirt  at  $4.00 ;  1  pair  trousers  at  $10.00 ;  2  pairs  suspenders 
at  75c;  1  tie  at  $1.50;  total,  $30.00. 
Received  $250.00  for  sundry  cash  sales  to  date. 

18.  Received  $35.00  cash  from  S.  Newton  to  apply  on  account. 

20.  Paid  Standard  Necktie  Co.  in  full  of  account. 

21.  Gave  National  Store  Equipment  Co.  a  60-day  note  for  $100.00 

in  payment  for  a  show  case  received  today. 

22.  Bought  of  Cluett,  Peabody  &  Co.,  on  account,  merchandise:  2 

dozen  shirts  at  $24.00;  7  dozen  collars  at  $2.00;  1  dozen  col- 
lars at  $3.00;  total,  $65.00. 

23.  Paid  for  freight  and  drayage,  $12.50. 
Paid  for  advertising,  $25.00. 

24.  Received  from  G.  Jerome  his  30-day  note  for  $25.00  to  apply  on 

account. 
Received  $190.00  for  sundry  cash  sales  to  date. 
Paid  Goodyear  Rubber  Co.  $235.00  in  full  of  account  to  date. 

27.  Paid  Keith  Bros.  $250.00  to  apply  on  account. 

28.  Bought  from  Standard  Necktie  Co.,  on  account,  merchandise  per 

invoice  of  this  date :  5  dozen  neckties  at  $12.00 ;  2  dozen  sus- 
penders at  $7.50 ;  total,  $75.00. 

29.  Bought  cash  register  for  cash,  $150.00. 

30.  Sold  Doval  Logging  Co.,  on  account,  merchandise:  10  shirts  at 

$7.50;  total,  $75.00. 
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31.  Paid  bookkeeper's  salary  for  month,  $65.00. 
Stamps  and  stationery,  $5.50. 

Instructions:    1.  Post  all  entries  in  books  of  original  entry,  in- 
cluding the  totals,  and  take  a  Trial  Balance. 

2.  Make  a  Balance  Sheet  and  a  Statement  of  Profit  and  Loss, 
taking  in  consideration  the  following: 

(a)  Merchandise  inventory,  $3,650.00. 

(b)  Depreciation  on  furniture  and  fixtures,  $20.00. 

3.  Make  the  adjusting  and  closing  entries. 

4.  Post  these  entries  and  take  a  post-closing  Trial  Balance. 
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CHAPTER  XIX 

PROPRIETORSHIP 
The  Partnership 

In  the  preceding  chapters  emphasis  has  been  placed  upon  the 
fact  that  the  primary  function  of  accounting  is  to  provide  informa- 
tion with  reference  to  a  business  which  may  be  used  in  its  man- 
agement and  control.  The  function  of  business  management  is  to 
increase  the  proprietorship  of  the  business,  and  accounting,  there- 
fore, must  provide  information  which  will  make  such  an  increase 
possible.  The  proprietorship  may  be  vested  in  an  individual  who 
is  known  as  the  sole  proprietor,  or  it  may  be  vested  in  two  or  more 
individuals  who  have  made  an  agreement  to  combine  their  prop- 
erty and  labor  in  certain  proportions  and  to  share  the  increase  or 
decrease  of  proprietorship  which  results  from  the  operations  of  the 
business,  in  which  case  there  exists  what  is  known  as  a  partnership. 

Many  definitions  of  partnership  have  been  given,  but  the  follow- 
ing one  by  Chancellor  Kent  is  quite  descriptive: 

"A  contract  of  two  or  more  competent  persons  to 
place  their  money,  effects,  labor,  and  skill,  or  some  or 
all  of  them,  in  lawful  commerce  and  business,  and  to 
divide  the  profits  and  bear  the  losses  in  certain  propor- 
tions." 

It  is  necessary  to  see  the  nature  and  characteristics  of  a  part- 
nership so  as  to  be  able  to  understand  what  information  the  account- 
ing records  must  provide  in  order  that  such  a  form  of  proprietorship 
may  properly  manage  and  control  the  business. 

Essential  Characteristics  of  a  Partnership 

In  a  partnership  each  partner  is  the  agent  of  the  other  partners 
in  the  operation  of  the  business.  That  is,  one  partner  can  make  an 
agreement  to  purchase  goods  and  services  for  the  business  and  the 
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other  partners  are  bound  by  his  act  if  the  goods  and  services  are 
such  as  the  business  uses  or  might  use.  They  are  bound  and  must 
pay  for  the  goods  and  services  even  though  they  have  not  author- 
ized him  to  purchase  them.  So  it  is  with  other  agreements  entered 
into  by  one  partner  on  behalf  of  the  partnership — the  act  of  one 
partner  is  the  act  of  each  of  the  other  partners,  each  partner  being 
an  agent  of  the  firm  for  the  purpose  of  the  business  of  the  part- 
nership. 

Another  characteristic  of  the  partnership  is  its  limited  life.  The 
death,  incapacity,  or  withdrawal  of  one  of  the  partners  causes  a 
dissolution  of  the  partnership.  If  a  partner  sells  his  interest  in 
the  business,  this  causes  a  termination  of  the  partnership.  If  the 
remaining  members  admit  the  new  member,  a  new  partnership 
exists.  A  partnership  can  not  be  perpetual,  and  since  its  life  may 
be  short  its  business  policies  may  be  affected  thereby.  This  in  turn 
affects  the  nature  of  the  information  desired  from  the  accounting 
records. 

Each  member  of  a  partnership  is  jointly  and  individually  liable 
for  the  debts  of  the  firm.  As  a  result,  a  member  of  a  partnership 
may  lose  not  only  what  he  has  invested  in  the  partnership,  but  may 
also  be  required  to  use  property  not  invested  in  the  partnership 
in  the  payment  of  its  debts,  if  it  becomes  insolvent.  For  instance, 
if  Jones  and  Smith  each  invest  $3,000.00  in  a  partnership,  and 
through  ill-luck  or  poor  management  it  happens  later  that  the 
partnership  has  liabilities  of  $6,000.00  and  assets  of  only  $5,000.00, 
the  creditors  may  recover  the  $1,000.00  excess  of  liabilities  over 
assets  from  either  Jones  or  Smith  individually.  It  can  be  readily 
seen,  therefore,  since  each  partner  is  free  to  represent  the  firm  as 
an  agent  and  the  partners  may  be  liable  individually  for  the  debts 
of  the  firm,  that  an  ill-chosen  partner  may  bring  financial  difficulties 
to  the  other  members  of  the  firm.  It  is  also  apparent  that  accurate 
accounting  records  which  will  at  all  times  show  the  status  as  well 
as  the  tendency  of  the  financial  condition  of  the  firm  are  essential. 

Another  feature  essential  to  a  partnership  is  the  co-ownership 
of  the  profits  of  the  business.  If  the  profits  are  shared  on  any  basis 
other  than  co-ownership  a  partnership  does  not  exist.  For  instance, 
an  employee  may  be  given  a  percentage  of  the  profits  as  a  remunera- 
tion for  his  services,  but  this  does  not  constitute  a  partnership.  If 
it  is  the  intention  of  the  parties  that  co-ownership  of  profits  shall 
exist,  the  agreement  between  them  will  be  construed  as  constituting 
a  partnership. 
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In  view  of  the  above  discussion,  the  essential  characteristics  of  a 
partnership  may  be  stated  in  summary  form  as  follows : 

1.  Mutual  agency — each  partner  is  the  agent  of  the 
other  partners,  and  they  are  bound  by  his  acts.        <• 

2.  Limited  life — the  partnership  can  not  be  per- 
petual and  is  dissolved  as  the  result  of  a  variety  of 
causes,  some  of  which  are  apt  to  occur  at  any  time. 

3.  Liability  of  individual  members  for  partnership 
debts. 

4.  Co-ownership  of  partnership  profits. 

Relation  of  Partnership  to  Accounting 

In  the  main  the  accounting  for  a  partnership  is  the  same  as 
for  a  business  with  any  other  form  of  ownership.  The  current 
transactions  relating  to  the  general  operations  of  the  business  are 
the  same  and  the  accounting  process,  as  well  as  the  forms,  records 
and  reports  employed,  are  essentially  the  same.  However,  the  legal 
relationship  existing  between  .the  members  of  a  partnership  as  dis- 
cussed above  gives  rise  to  certain  transactions  which  are  not  com- 
mon to  the  sole  proprietorship,  and  it  is  necessary  to  notice  briefly 
their  effect  on  the  accounting  records  and  business  practice  and 
routine.  The  relation  of  the  partnership  to  accounting  may  be 
discussed  under  the  following  heads : 

1.  The  formation  of  a  partnership. 

2.  The  operation  of  a  partnership. 

3.  The  dissolution  of  a  partnership. 

The  Formation  of  a  Partnership 

As  between  the  parties  themselves,  a  partnership  is  founded 
upon  a  voluntary  contract  which  must  have  all  the  essential  ele- 
ments of  any  other  contract.  What  these  essentials  are  can  be 
determined  by  consulting  a  text  on  commercial  law.  Since  this 
discussion  is  interested  primarily  in  the  partnership  from  the  view- 
point of  accounting,  it  is  not  deemed  advisable  to  explain  the 
various  legal  questions  involved.  Because  of  the  somewhat  peculiar 
relationship  existing  between  the  partners,  involving  mutual  agency 
and  unlimited  liability  of  individual  members  for  partnership  debts 
as  well  as  the  limited  life  of  the  partnership,  disputes,  misunder- 
standings, and  difficult  situations  are  apt  to  arise.     In  order  to 
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avoid  these,  or  at  least  to  reduce  them  to  a  minimum,  it  is  desirable 
to  have  a  written  contract  which  will,  provide  stipulations  covering 
the  points  about  which  misunderstandings  might  arise.  Such  a 
contract  is  known  as  the  "Articles  of  Copartnership,' '  and  should 
contain  %the  following  stipulations  with  such  additional  provisions 
as  may  be  applicable  to  a  particular  undertaking : 

1.  Date. 

2.  Names  of  the  partners. 

3.  Statement  that  they  are  to  be  partners. 

4.  Nature  of  the  business  or  undertaking. 

5.  Duration  of  the  relation. 

6.  Name  of  the  firm  and  its  location. 

7.  Amount  of  the  capital  and  each  partner's  in- 
vestment. 

8.  Payment  of  expenses. 

9.  Distribution  of  profits  and  sharing  of  losses. 

10.  Rights  of  partners  to  withdraw  money  for  per- 
sonal use. 

11.  Keeping  of  books  of  account. 

12.  Duties  of  the  several  partners. 

13.  Restraint  upon  partners  as  to  becoming  sureties,  etc. 

14.  Special  provisions  and  stipulations. 

15.  Proper  provisions  for  dissolution. 

16.  Division  of  assets  after  dissolution. 

An  agreement  embodying  these  stipulations  may  be  in  some 
such  form  as  the  following: 

ARTICLES  OF  COPARTNERSHIP 
This  contract  made  and  entered  into  this  the  2nd  day  of  July, 
1920,  by  and  between  E.  C.  Cline,  of  Little  Rock,  Ark.,  of  the 
first  part,  and  J.  G.  Pipkin,  of  the  same  city  and  state,  of  the 
second  part; 

Witnesseth:  That  the  said  parties  have  this  day  formed  a  co- 
partnership for  the  purpose  of  engaging  in  and  conducting  a  retail 
wood,  coal  and  ice  business  under  the  following  stipulations  which 
are  made  a  part  of  this  contract : 

1.  The  said  copartnership  is  to  continue  for  a  term 
of  five  years  from  date  hereof,  unless  dissolved  by 
mutual  agreement. 
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2.  The  business  shall  be  conducted  under  the  firm 
name  of  E.  C.  Cline  &  Co.,  and  its  place  of  business, 
unless  changed  by  permission  of  both  partners,  shall  be 
at  212  South  Main  street,  Little  Bock,  Ark. 

3.  The  investments  are  as  follows:  E.  G.  Cline, 
$2,000.00;  J.  G.  Pipkin,  $2,000.00. 

4.  All  profits  or  losses  arising  from  said  business  are 
to  be  shared  as  follows:  E.  C.  Cline,  one-half;  J.  G. 
Pipkin,  one-half. 

5.  Complete  books  of  account  are  to  be  kept  and  a 
Balance  Sheet  and  a  Statement  of  Profit  and  Loss  are 
to  be  prepared  annually. 

6.  Each  partner  is  to  devote  his  entire  time  and  at- 
tention to  the  business  and  is  not  to  engage  in  any 
other  enterprise  without  the  written  consent  of  the 
other. 

7.  Each  partner  is  to  have  a  salary  of  $100.00  per 
month,  the  same  to  be  withdrawn  at  such  time  or  times 
as  he  may  elect.  Neither  partner  is  to  withdraw  from 
the  business  an  amount  in  excess  of  his  salary  without 
the  written  consent  of  the  other. 

8.  E.  C.  Cline  is  to  have  general  supervision  of  the 
business,  place  all  orders  for  merchandise,  have  charge 
of  the  accounting  records,  and  sign  all  business  papers 
or  authorize  the  bookkeeper  to  sign  them.  J.  G.  Pipkin 
is  to  have  supervision  of  incoming  merchandise  and  the 
merchandise  stock.  In  addition  to  the  duties  outlined, 
each  partner  is  to  attend  to  such  other  duties  as  shall 
be  deemed  necessary  for  the  successful  operation  of  the 
business. 

0.  Neither  party  is  to  become  surety  or  bondsman 
for  any  one  without  the  written  consent  of  the  other. 

10.  In  case  of  the  death,  incapacity,  or  withdrawal 
of  either  partner,  the  business  is  to  be  conducted  for  the 
remainder  of  the  fiscal  year  by  the  surviving  partner, 
the  profits  for  the  year  allocated  to  the  withdrawing 
partner  to  be  determined  by  the  ratio  of  the  time  he 
was  a  partner  during  the  year  to  the  whole  year. 

11.  In  case  of  dissolution  the  assets  are  to  be  divided 
in  the  ratio  of  the  capital  invested  at  the  time  of  dis- 
solution. 
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In  witness  whereof,  the  parties  aforesaid  have  hereunto  set  their 
hands  on  the  day  and  year  above  written.         E.  C.  Cline, 

J.  G.  Pipkin. 

After  the  partnership  contract  has  been  made  and  the  articles 
of  copartnership  prepared,  it  is  necessary  to  open  the  books  of  the 
new  firm.  In  the  main  the  opening  entries  for  a  partnership  are 
the  same  as  for  a  sole  proprietorship  except  that  the  two  or  more 
accounts  of  the  partners  are  credited  with  the  proprietorship  instead 
of  the  one  account  of  the  sole  proprietor.  If  the  partners  invest 
only  cash  the  opening  entries  may  be  made  in  the  cash  book. 
If  other  property  is  invested  a  journal  entry  is  necessary.  If  any 
of  the  partners  have  liabilities  which  the  new  business  assumes, 
it  is  necessary  to  enter  them  in  the  journal  and  to  credit  proprietor- 
ship for  the  difference  between  the  assets  invested  and  the  liabilities 
assumed. 

To  illustrate  the  making  of  such  entries,  it  may  be  assumed  that 
W.  C.  Chamberlain  and  C.  F.  Allen,  who  are  conducting  rival  retail 
dry  goods  stores,  enter  into  a  partnership  and  consolidate  the  two 
stores. 

The  assets  and  liabilities  of  W.  C.  Chamberlain  are  as  follows: 
cash,  $500.00 ;  accounts  receivable,  $2,500.00 ;  merchandise  inventory, 
$2,000.00;  office  and  store  equipment,  $1,200.00;  accounts  payable, 
$1,000.00;  notes  pay  able,  $500.00.  The  assets  and  liabilities  of  C.  F. 
Allen  are  as  follows:  cash,  $750.00;  accounts  receivable,  $2,250.00; 
notes  receivable,  $200.00;  merchandise  inventory,  $2,800.00;  office 
equipment,  $400;00;  building,  $1,500.00;  land,  $1,100.00;  accounts 
payable,  $2,000.00. 

The  journal  entry  for  recording  the  above  assets  and  liabilities, 
as  well  as  the  proprietorship  of  the  two  partners,  would  be  as 
follows : 

Cash $1,250.00 

Notes  Receivable 200.00 

Accounts  Receivable 4,750.00 

Merchandise  Inventory  ....      4,800.00 

Office  Equipment 1,600.00 

Building 1,500.00 

Land 1,100.00 

Notes  Payable $   500.00 

Accounts  Payable 3,000.00 

W.  C.  Chamberlain,  Prop.     .  4,700.00 

C.  T.  Allen,  Prop 7,000.00 
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The  Operation  of  a  Partnership 

The  only  transactions  performed  by  a  partnership  during  the 
period  of  operation,  which  are  different  from  the  transactions  per- 
formed by  the  sole  proprietorship,  are  those  between  the  partnership 
and  the  members  thereof.  It  is  necessary  to  discuss  the  most  fre- 
quent transactions  between  the  partnership  and  its  members. 

It  is  frequently  stipulated  in  the  articles  of  copartnership  that 
the  partners  are  to  receive  a  certain  compensation  for  their  serv- 
ices. When  this  agreement  exists  it  is  customary  to  record  the 
amount  of  the  salary  of  each  partner  at  the  end  of  each  month, 
whether  or  not  it  is  withdrawn  by  him.  It  is  customary  to  keep 
two  accounts  with  each  partner,  one  being  his  Investment  or  Capital 
account  and  the  othet  his  Personal  account.  These  accounts  serve 
the  same  function  as  the  same  two  accounts  of  the  sole  proprietor 
as  discussed  in  Chapter  VI.  The  salary  paid  to  a  partner  is  an 
operating  expense  of  the  business  the  same  as  if  it  had  been  paid 
to  any  other  employee.  Consequently,  at  the  end  of  the  month  some 
Expense  account,  usually  Administrative  Expenses,  depending  of 
course  upon  the  duties  performed  by  the  partner,  is  debited  for  the 
amount  of  his  salary,  and  his  Personal  account  is  credited.  His 
withdrawals  are  debited  to  his  Personal  account,  and  the  balance  of 
this  account,  if  a  credit,  shows  the  amount  the  business  owes  the 
partner,  while  if  a  debit,  it  shows  the  amount  which  he  owes  the 
business.  Frequently  there  are  provisions  in  the  partnership  con- 
tract which  prohibit  the  partner  from  withdrawing  an  amount  in 
excess  of  a  certain  sum.  It  may  be  well  to  add  that  partners  are 
not  entitled  to  salaries  unless  there  is  an  explicit  agreement  to  that 
effect. 

The  partnership,  like  all  other  forms  of  business  enterprise,  is 
organized  for  profit,  and  since  there  is  a  co-ownership  of  profits  on 
the  part  of  the  partners,  it  is  necessary  at  the  end  of  the  fiscal 
period  to  determine  not  only  the  amount  of  the  profits  earned  by 
the  business,  but  also  the  amount  to  be  allocated  to  each  partner. 
Many  difficult  questions  arise  in  connection  with  the  distribution 
of  the  partnership  profits,  and  in  order  to  eliminate  as  much  dif- 
ficulty as  possible  the  partnership  agreement  should  be  quite  specific 
as  to  how  the  profits  are  to  be  divided.  If  the  partnership  agree- 
ment is  silent,  the  law  provides  that  the  profits  shall  be  divided 
equally  among  the  partners,  regardless  of  the  amounts  of  their 
respective  investments  of  capital.    Some  of  the  partners  may  have 
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invested  little,  if  any,  capital,  but  they  will  share  equally  in  the 
profits  unless  it  is  otherwise  specified.  If  the  partnership  agreement 
does  not  provide  as  to  the  division  of  the  losses  the  profit-sharing 
ratio  governs.  If  'the  agreement  does  not  provide  for  the  disposition 
of  the  profits  then  the  losses  will  be  borne  equally. 

At  the  end  of  the  fiscal  period,  when  the  summary  of  the  income 
and  expenses  is  made  in  the  Profit  and  Loss  account,  the  balance  of 
the  account  will  show  the  net  profit  of  the  business  for  the  period. 
After  each  partner's  share  of  this  net  profit  is  determined  the  Profit 
and  Loss  account  is  debited  and  the  partner's  Capital  account 
credited  for  the  amount.  When  the  entries  for  each  partner's  share 
of  the  profits  have  been  made  the  total  net  profit  will  have  been 
distributed  and  the  Profit  and  Loss  account  will  balance.  In  ease 
of  a  net  loss  the  reverse  of  the  above  procedure  is  followed,  the 
Profit  and  Loss  account  being  credited  and  each  partner's  Capital 
account  debited  for  his  share  of  the  loss. 

The  Dissolution  of  a  Partnership 

As  previously  explained,  a  partnership  can  not  be  of  permanent 
duration,  and  as  a  consequence  a  dissolution  of  a  partnership  may 
be  necessary.  There  are  three  general  ways  in  which  a  partnership 
may  be  dissolved : 

1.  By  acts  of  the  partners. 

2.  By  a  decree  of  court. 
J3.  By  operation  of  law. 

The  most  common  method  of  dissolving  a  partnership  is  by  acts 
of  the  partners.  This  may  be  the  result  of  an  agreement  among 
the  partners,  the  withdrawal  of  one  of  the  partners,  the  sale  or 
assignment  of  his  interest  by  a  partner,  or  the  partnership  having 
accomplished  the  purpose  for  which  it  was  formed  and  the  winding 
up  of  the  business. 

The  court  will  decree  a  dissolution  of  a  partnership,  upon  the 
application  of  one  or  more  of  its  members,  in  case  of  the  misconduct 
or  incapacity  of  a  member,  or  if  the  undertaking  is  impractical  or 
incapable  of  being  put  in  operation.  Also,  according  to  law,  a  dis- 
solution of  the  partnership  results  in  case  of  the  death  or  bankruptcy 
of  a  member,  the  bankruptcy  of  the  firm,  or  a  declaration  of  war 
against  a  country  of  which  one  or  more  partners  are  citizens. 
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Prom  an  accounting  viewpoint,  the  question  of  prime  importance 
in  case  of  a  dissolution  is  the  ascertainment  of  the  profits  or  losses 
which  have  accrued  since  the  end  of  the  last  fiscal  period,  and  the 
correct  showing  of  the  amount  of  the  proprietorship  belonging  to 
each  partner  as  a  result  of  the  dissolution.  It  is  not  possible  to 
discuss  here  the  various  technical  questions  both  of  a  legal  and  an 
accounting  nature  which  may  arise  in  connection  with  the  dissolu- 
tion of  a  partnership,  but  sufficient  has  been  said  to  indicate  that 
the  probability  of  a  dissolution  should  not  be  ignored  and  that 
specific  regulations  with  reference  thereto  should  be  included  in  the 
articles  of  copartnership. 

Summary 

No  attempt  has  been  made  in  the  preceding  discussion  to  give 
an  exhaustive  treatment  of  the  legal  and  accounting  problems  in- 
volved in  the  formation,  operation  and  dissolution  of  a  partner- 
ship. For  a  discussion  of  these  the  student  must  refer  to  texts  on 
commercial  law  and  on  accounting  practice.  It  is  hoped,  however, 
that  this  discussion  has  pointed  out  those  principles  which  will  be 
of  most  service  and  of  most  frequent  application  in  the  operation 
of  a  business  of  which  the  ownership  is  vested  in  a  partnership.  It 
may  be  well  to  state  again  that  the  accounting  records  and  prac- 
tices of  a  partnership  business  are  in  the  main  the  same  as  those 
for  any  other  type.  It  is  only  in  connection  with  certain  trans- 
actions relating  directly  to  the  proprietorship  that  the  procedure 
may  be  different.  To  point  out  this  difference  is  the  purpose  of  the 
preceding  discussion. 
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QUESTIONS  FOB  GLASS  DISCUSSION 

1 

A  and  B  are  partners  in  the  furniture  business.  A,  without  B's 
knowledge  or  consent,  orders,  in  the  firm's  name,  a  carload  of 
furniture  from  the  Grand  Eapids  Furniture  Co.  B  contends  that 
the  purchase  was  not  authorized  and  that  the  company  will  not  pay 
for  it.  The  Grand  Eapids  Furniture  Co.  sues  the  firm  for  the  pur- 
chase price.    Can  they  recover? 

2 

Suppose  in  the  foregoing  case  A  had  ordered  a  carload  of  eggs 
from  a  cold  storage  company.    What  would  the  decision  have  been? 

3 
A,  B  and  C  are  partners.     A  is  killed.     What  happens  to  the 
partnership  ?    Suppose  before  his  death  A  had  sold  his  interest  to  X. 
What  would  have  been  the  result? 

4 

The  partnership  of  Smith  &  Brown  is  insolvent.  The  partner- 
ship owes  King,  its  chief  creditor,  $40,000.00.  He  receives  from  the 
liquidation  of  the  business  $32,000.00. w  What  remedy  has  he  with 
reference  to  the  balance  due  him  ? 

5 

John  Burke,  who  is  cashier  for  the  partnership  of  Rice  &  Meyers, 
is  employed  with  an  agreement  that  he  is  to  receive  ten  per  cent, 
of  the  net  profits  of  the  business  as  compensation  for  his  services. 
Is  Burke  a  partner?    Why? 

6 

A.  C.  Jones  and  R.  A.  Sheppard  form  a  partnership  to  engage  in 
the  hay  and  feed  business.  Jones  invests  $5,000.00  cash  and 
Sheppard  $3,000.00.  Explain  how  the  opening  entries  of  the  new 
firm  will  be  made. 

7 

G.  E.  Frazer  and  A.  W.  Torbet  form  a  partnership  to  engage  in 
the  retail  hardware  business.  Frazer  invests  $2,000.00  in  cash. 
$200.00  in  notes  receivable,  merchandise  inventory  valued  at 
$5,080.00,  and  office  furniture  valued  at  $480.00.    The  firm  assumes 
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accounts  payable  of  Frazer  to  the  amount  of  $1,800.00.  Torbet 
invests  $2,800.00  in  cash.  Explain  how  the  opening  entries  of  the 
new  firm  will  be  made. 

8 

Frazer  and  Torbet  have  agreed  that  Frazer  is  to  have  active 
charge  of  the  business  and  is  to  receive  a  compensation  of  $150.00 
for  his  services.  Explain  how  this  salary  should  be  recorded  at  the 
end  of  the  month. 

9 

Wentworth  and  Clark  form  a  partnership  to  engage  in  the  retail 
grocery  business.  Wentworth  invests  $3,000.00  in  cash  and  Clark 
invests  $6,000.00.  The  partnership  contract  is  oral  and  nothing  is 
said  with  reference  to  the  division  of  profits.  At  the  end  of  the 
year  their  profits  are  $900.00.    How  should  these  profits  be  divided? 

10 

State  and  explain  the  different  ways  in  which  a  partnership  may 
be  dissolved. 
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LABORATORY  MATERIAL 
Exercise  No.  76 

L.  S.  Lyon  and  C.  S.  Duncan  form  a  partnership  to  engage  in 
the  retail  hardware  business.  The  business  is  to  be  conducted  at 
1230  63d  street,  Chicago.  They  are  to  make  equal  investments 
and  to  share  profits  and  losses  equally.  Each  partner  is  to  devote 
his  entire  time  to  the  business  and  is  to  receive  a  salary  of  $100.00 
a  month  for  his  services. 

Instructions:  Assuming  whatever  other  facts  you  deem  neees- 
^ary,  prepare  the  articles  of  copartnership  for  Lyon  &  Duncan. 

Exercise  No.  77 

J.  Viner  and  L.  C.  Sorrell,  retail  merchants,  enter  into  a  part- 
nership. Viner  invests  the  following  assets:  cash,  $1,500.00;  notes 
receivable,  $200.00;  accounts  receivable,  $2,800.00;  and  merchandise 
inventory,  $3,200.00.  Sorrell  invests  the  following  assets:  cash, 
$1,200.00;  merchandise  inventory,  $4,400.00;  and  furniture  aud  fix- 
tures, $700.00.  Viner  owes  trade  creditors  $1,400.00  and  the  part- 
nership agrees  to  assume  this  liability. 

Instructions:     Prepare  the  opening  entries  for  the  partnership. 

Exercise  No.  78 

The  partnership  agreement  of  Viner  &  Sorrell  provides  that  the 
partners  are  to  share  profits  in  proportion  to  their  investment.  It 
further  provides  that  the  partners  may  withdraw  $75.00  a  month 
as  salary.  The  partnership  is  formed  on  January  1,  1920.  Viner 
withdrew  $800.00  during  the  year  and  Sorrell  $700.00.  During  the 
year  profits  amount  to  $2,200.00. 

Instructions:  Show  the  accounts  of  the  partners  which  would  be 
affected  by  the  salaries  and  profits  after  the  closing  entries  are 
made  on  December  31,  1920.  Show  withdrawals  and  salaries -for 
year,  each  in  one  amount. 

Exercise  No.  79 

On  June  30,  1920,  Messrs.  Jones,  Martin  and  Torr  form  a  part- 
nership. The  investment  of  Mr.  Jones  is  shown  by  the  following 
Balance  Sheet:  JAMES  c  J0NES 

Balance  Sheet,  June  30,  1920 


Cash 

$  1,200.00 

Notes  Payable 

$  2,200.00 

Notes  Receivable 

200.00 

Accounts  Payable 

3.860.00 

Accounts  Receivable 

3,920.00 

J.  C.  Jones,  Prop. 

13.300.00 

Merchandise  Inventory 

8.240.00 

Office  Furniture 

800.00 

Buildings 

2,000.00 

I  .and 

3.000  00 

$10.300  00 
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The  investment  of  Mr.  Martin  is  shown  by  the  following  Balance 

Sheet: 

ROBERT  M.  MARTIN 

Balance  Sheet,  June  30,  1920 


CaBh 

$   800.00 

Notes  Payable 

$2,100.00 

Notes  Receivable 

200.00 

Accounts  Payable 

1,940.00 

Accounts  Receivable 

3,800.00 

Accrued  Wages 

200.00 

Merchandise  Inven tor  v 

4,200.00 

R.  M.  Martin,  Prop. 

5,600.00 

Office  Furniture 

600.00 

Cnexpirod  Insurant 

140.00 

$9,740.00 

$9,740.00 

Mr.  Thomas  L.  Torr  invests  $5,000.00  in  cash. 
Instructions:    1.  Make  the  entries  necessary  to  record  the  fore- 
going investments  on  the  books  of  the  new  firm. 

2.  Prepare  a  Trial  Balance  for  the  new  fimi  as  of  June  30,  1920. 

Exercise  No.  80 

The  Balance  Sheet  of  Davies,  Jones  &  McGee  on  September  30, 
1920,  is  as  follows : 


Cash 

$  2,200.00 

Notes  Pavable 

$  1,200.00 

Notes  Receivable 

300.00 

Accounts  Payable 

2,800.00 

Accounts  Receivable 

.'J.800.00 

(t.  Davies,  Prop. 

4,000.00 

Merchandise  Inventory 

.1,000.00 

H.  Jones,  Prop. 

2,500.00 

Furniture  &  Fixture* 

000.00 

M.  McGee,  Prop. 

2,000.00 

Delivery   Equipment 

1,000.00 

$13,500.00 

$13,500.00 

1.  Davies  retires  from  the  firm  receiving  cash  $1,000.00  and  a  note 
signed  by  the  new  firm  for  $3,000.00. 

Instructions:  Show  in  journal  form  the  entry  necessary  to  give 
effect  to  his  withdrawal. 

2.  Assuming  that,  instead  of  the  withdrawal  of  Davies  alone,  all 
the  partners  decide  to  withdraw  from  the  business.  The  assets  are 
converted  into  cash  with* the  following  losses:  accounts  receivable' 
$200.00;  merchandise  inventory,  $250.00;  furniture  and  fixtures, 
$100.00.  The  liabilities  are  paid  in  full.  The  partners  share  profits 
and  losses  in  proportion  to  their  investment. 

Instructions:  Show  the  entries  necessary  to  close  the  books  and 
pay  off  the  partners. 
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CHAPTER  XX 
THE  BALANCE  SHEET 

Purpose  of  the  Balance  Sheet 

The  Balance  Sheet  is  a  report  which  presents  information  with 
reference  to  the  assets,  liabilities,  and  proprietorship  of  a  business. 
This  information  serves  two  important  purposes:  first,  it  is  used 
by  the  owner,  or  those  who  are  responsible  for  the  management  of 
the  business,  as  a  basis  for  judging  past  results  and  for  planning 
future  operations;  secondly,  it  serves  as  a  means  by  which  others 
can  judge  the  advisability  of  entering  into  certain  relations  with 
the  business.  In  the  preceding  chapters  the  use  of  the  Balance  Sheet 
by  the  officers  and  managers  of  the  business  has  been  emphasized, 
but  it  has  been  suggested  that  there  are  others  who  may  desire  to 
use  it.  An  illustration  or  two,  probably,  will  make  its  use  in  the 
latter  way  more  apparent. 

E.  C.  Cline  &  Co.,  who  conduct  a  retail  dry  goods  store  in  Little 
Rock,  Ark.,  may  desire  to  purchase  merchandise  on  account  from 
Marshall  Field  &  Co.  of  Chicago.  If  this  is  their  first  order  from 
Marshall  Field  &  Co.  the  latter  will  desire  to  know  their  financial 
condition  before  shipping  them  the  goods.  Consequently,  they  will 
ask  E.  C.  Cline  &  Co.  to  furnish  a  Balance  Sheet  of  recent  date.  In 
addition,  Marshall  Field  &  Co.  will  look  up  the  rating  of  E.  C.  Cline 
&  Co.  with  the  "mercantile  agencies/ '  The  two  principal  mercantile 
agencies  are  Dun  and  Bradstreet.  These  agencies  gather  informa- 
tion with  reference  to  the  financial  condition  and  credit  standing 
of  business  firms  upon  the  basis  of  which  each  firm  is  given  a  credit 
rating  which  they  publish  in  a  book  or  report  that  they  sell  to 
business  houses.  In  order  to  estimate  the  financial  condition  of  a 
firm  they  request  a  Balance  Sheet  which  they  use  in  connection 
with  such  other  information  as  they  have  in  forming  their  final 
estimate.  In  all  probability,  E.  C.  Cline  &  Co.  each  year  furnish  both 
of  the  mercantile  agencies  above  mentioned  with  a  Balance  Sheet. 
It  will  be  seen,  therefore,  that  the  Balance  Sheet  performs  an  im- 
portant service  in  the  buying  and  selling  of  merchandise  on  account. 

If  Marshall  Field  &  Co.  sell  the  merchandise  mentioned  above 
to  E.  C.  Cline  &  Co.  on  account,  payable  in  thirty  days,  it  may  be  the 
264 
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latter  find  at  the  end  of  that  time  that  they  have  not  sufficient  funds 
to  pay  the  amount  due.  They  know  that  in  thirty  days  more  they 
will  have  sold  sufficient  merchandise  to  have  the  funds  required, 
but  they  wish  to  pay  the  account  at  the  time  it  is  due  to  -maintain 
their  credit  standing.  .Consequently,  they  arrange  with  their  local 
bank  to  lend  them  the  amount  required  to  pay  Marshall  Field  &  Co. 
The  method  of  obtaining  this  loan  from  the  bank  and  the  conse- 
quences will  be  discussed  later.  It  is  sufficient  for  the  present  to 
see  that  they  obtain  the  funds  desired  from  the  bank,  promising, 
probably,  to  repay  them  in  thirty  days.  In  order  to  judge  their 
ability  to  repay  the  amount  they  desire  to  borrow,  the  bank,  before 
granting  them  the  loan,  will  require  a  Balance  Sheet  showing  their 
financial  condition.  Here  again  it  will  be  seen  that  the  Balance 
Sheet  performs  a  very  useful  function  in  the  relations  of  the  busi- 
ness with  those  outside  of  the  business. 

Again  B.  C.  Cline  &  Co.  may  be  considering  the  union  of  their 
store  with  that  of  B.  H.  White  &  Co.,  who  are  conducting  a  rival 
store.  In  this  case,  each  of  these  firms  will  desire  a  Balance  Sheet 
of  the  other  before  agreeing  on  the  basis  upon  which  they  will  unite. 

At  the  end  of  their  fiscal  year  B.  C.  Cline  &  Co.  are  required  by 
the  income  tax  law  to  file  a  report  with  the  government  showing 
the  amount  of  the  company's  income  for  the  year  to  be  used  as 
a  basis  of  taxation.  Under  present  practice  the  company  will  also 
have  to  submit  a  Balance  Sheet  which  will  assist  the  government 
officials  in  determining  the  amount  of  tax  due.  It  can  be  seen, 
therefore,  that  the  Balance  Sheet  may  be  of  service  in  the  relations 
of  the  business  firm  with  the  government. 

Although  the  above  are  but  a  few  of  the  many  uses  of  the 
Balance  Sheet,  they  are  probably  sufficient  to  indicate  its  importance 
as  a  financial  report. 

Nature  of  the  Information  on  the  Balance  Sheet 

The  particular  information  which  will  appear  on  the  Balance 
Sheet  will  depend  somewhat  upon  the  size  of  the  business  and  the 
nature  of  its  operations.  A  large  manufacturing  business  will  have 
a  large  amount  of  assets,  such  as  land,  buildings,  machinery  and 
equipment,  which  would  be  useless  to  a  small  retail  grocery  store. 
A  bank  will  have  a  large  amount  of  cash  and  notes  receivable  which 
the  mercantile  .store  will  not  have  and  the  mercantile  store  will 
have  a  large  quantity  of  merchandise  which  would  not  be  owned  by 
a  bank.    Consequently,  the  Balance  Sheet  of  a  manufacturing  busi- 
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ness,  a  retail  grocery  store,  and  a  bank  will  differ  as  to  the  amount 
and  nature  of  the  items  which  appear  thereon.  The  function  of  the 
Balance  Sheet  and  the  principles  governing  its  construction  are 
quite  similar,  however,  regardless  of  the  nature  of  the  business  for 
which  it  is  made. 

In  Chapter  III  a  Balance  Sheet  has  been  given  which  contains 
the  assets  and  liabilities  which  a  medium  size  retail  business  might 
have.  The  discussion  given  in  Chapter  III  was  amplified  somewhat 
in  Chapter  XVI.  No  attempt  was  made  in  either  case,  however,  to 
give  an  exhaustive  list  of  assets  and  liabilities,  the  primary  pur- 
pose being  to  illustrate  the  function  of  the  Balance  Sheet  and  to 
explain  ihe  principles  underlying  its  construction  and  interpretation. 
In  a  larger  business  the  assets  and  liabilities  will  be  more  numerous 
and  consequently  the  Balance  Sheet  will  be  expected  to  give  addi- 
tional information.  It  is  the  purpose  of  this  chapter  to  further 
discuss  the  construction  and  interpretation  of  the  Balance  Sheet. 
Even  here,  however,  the  discussion  of  the  Balance  Sheet  will  by  no 
means  be  complete,  and  it  will  be  necessary  to  return  to  it  again  in 
future  chapters  after  additional  material  with  reference  to  business 
organization  and  administration  has  been  given. 

Classification  of  Balance  Sheet  Items 

The  items  appearing  on  the  Balance  Sheet  are  divided  into  three 
main  classes: 

1.  Assets. 

2.  Liabilities. 

3.  Proprietorship. 

The  assets  of  a  business  consist  of  all  property  or  things  of 
value  which  are  being  used  in  the  conduct  of  the  business.  The 
liabilities  of  a  business  consist  of  the  claims  which  those  outside  of 
the  business  have  against  its  assets.  The  proprietorship  is  the  dif- 
ference between  the  total  assets  and  the  total  liabilities  and  repre- 
sents the  interest  of  the  owners  in  the  business. 

Each  of  these  main  classes  may  be  subdivided  and  each,  sub- 
division may  contain  several  items,  so  it  will  be  necessary  to  discuss 
each  of  the  above  separately. 

Classification  of  the  Assets 

The  items  appearing  as  assets  on  the  Balance  Sheet  may 
be  classified  as:  current  assets  and  fired  assets. 
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Current  assets  are  those  which  are  in  the  form  of  cash  or  which' 
presumably  will  be  converted  into  cash  in  the  regular  operations 
of  the  business.  They  usually  constitute  a  part  of  the  business  cycle 
of:  (1)  cash;  (2)  the  exchange  of  cash  for  merchandise;  (3)  the 
exchange  of  merchandise  for  accounts  receivable;  and  (4)  the  ex- 
change of  accounts  receivable  for  cash.  Consequently  cash,  accounts 
receivable,  and  merchandise  inventory  are  usually  the  principal 
current  assets.  Sometimes  notes  are  received  in  payment  of  mer- 
chandise or  of  accounts  receivable,  in  which  case  notes  receivable 
appears  as  a  current  asset.  There  are  certain  miscellaneous  items 
which  appear  as  current  assets  and  these  will  be  discussed  in  a  sub- 
sequent chapter. 

Fixed  assets  are  those  which  have  been  purchased  for  use  in 
the  future  operations  of  the  business  and  which  it  is  anticipated 
will  not  be  disposed  of  while  the  business  is  operated  unless  they 
become  worn  out  or  obsolete.  The  fixed  assets  which  are  owned  by 
a  business  depend  to  some  extent  on  the  nature  and  size  of  the 
business.  In  a  mercantile  business  the'  fixed  assets  of  most  frequent 
occurrence  are:  office  equipment,  store  fixtures,  delivery  equipment, 
building  and  land.  Many  retail  stores,  however,  do  not  own  the 
building  and  land  where  their  business  is  conducted,  but  rent  it 
instead.  In  a  manufacturing  business,  in  addition  to  the  assets 
mentioned  above,  machinery  and  equipment  may  be  items  of  con- 
siderable importance.  The  principal  problem  with  reference  to 
fixed  assets  is  the  showing  of  the  decrease  in  value  which  arises  as 
a  result  of  their  use  in  the  business.  The  method  of  showing  this  is 
discussed  in  a  subsequent  paragraph  in  this  chapter. 

Classification  of  Liabilities 

The'  items  appearing  as  liabilities  on  the  Balance  Sheet  may  be 
classified  as  current  liabilities  and  fixed  liabilities.  Current  liabili- 
ties are  those  which  will  have  to  be  paid  within  a  relatively  short 
time  after  they  are  incurred.  They  are  incurred  usually  in  order  to 
purchase  merchandise  or  to  make  it  possible  for  the  business  to  sell 
merchandise  on  account  to  its  customers.  The  current  liabilities  which 
are  of  principal  importance  are  accounts  payable  and  notes  payable. 
It  is  anticipated  that  the  funds  with  which  to  pay  such  liabilities 
will  be  obtained  from  the  liquidation  of  current  assets. 

Fixed  liabilities  are  long  time  obligations;  that  is,  those  that 
probably  will  not  be  paid  until  a  relatively  long  time  after  they 
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have  been  incurred.  They  are  incurred  usually  in  order  to  pur- 
chase fixed  assets.  Except  in  the  case  of  manufacturing  concerns 
they  are  not  of  frequent  occurrence,  so  a  further  discussion  of  them 
will  be  postponed  until  after  the  organization  and  administration 
of  manufacturing  industries  have  been  considered. 

Proprietorship 

As  previously  stated,  the  proprietorship  of  a  business  may  be 
vested  in  a  sole  proprietor,  a  partnership,  or  a  corporation.  If 
vested  in  a  sole  proprietor,  it  is  recorded  on  the  Balance  Sheet  under 
the  proprietor's  name  with  some  descriptive  word  such  as  " pro- 
prietor/ '  " investment/'  or  " capital1 '  written  after  his  name  so  as 
to  clearly  indicate  the  nature  of  the  item.  In  a  business  owned  by 
I.  M.  Waugh,  the  proprietorship  of  which  is  $5,000.00,  it  may  be 
shown  as  follows : 

I.  M.  Waugh,  Proprietor $5,000.00 

In  a  partnership  the  proprietorship  is  indicated  in  the  same  way 
except  that  each  partner's  interest  is  shown  separately.  If  E.  M. 
Askin  and  W.  T.  Dickins  are  equal  partners  in  a  business  which 
has  a  proprietorship  of  $6,000.00,  their  interests  will  be  shown  as 
follows : 

R.  M.  Askin,  Proprietor $3,000.00 

W.  T.  Dickins,  Proprietor 3,000.00 

The  method  of  showing  the  proprietorship  of  a  corporation  on 
the  Balance  Sheet  will  be  shown  in  a  subsequent  chapter. 

Relation  of  Current  Assets  to  Current  Liabilities 

As  previously  stated,  the  current  liabilities  usually  cohsist  of 
accounts  payable  and  notes  payable.  The  accounts  payable  are 
incurred  in  the  purchase  of  merchandise  and  the  notes  payable  are 
either  given  in  payment  of  merchandise  or  given  to  a  bank  in  order 
to  obtain  funds  with  which  to  pay  accounts  payable.  The  current 
liabilities  are  incurred  in  connection  with  the  purchase  of  merchan- 
dise and  it  is  expected  that  the  funds  to  pay  them  will  be  obtained 
from  the  sale  of  merchandise  or  the  liquidation  of  claims  arising 
as  a  result  of  the  sale,  such  as  notes  receivable  and  accounts  receiv- 
able. This  should  be  apparent,  for  it  will  be  realized  that  the 
business  does  not  anticipate  selling  its  fixed  assets,  such  as  office 
furniture,  building,  land,  etc.,  in  order  to  pay  its  debts.     Since, 
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therefore,  the  current  liabilities  are  to  be  paid  from  the  current 
assets  the  creditors  desire  as  a  matter  of  safety  that  the  latter  be 
considerably  in  excess  of  the  former. 

Banks,  since  they  make  short-time  loans  to  their  customers  which 
they  expect  to  be  paid  by  the  early  liquidation  of  current  assets, 
put  especial  emphasis  on  the  ratio  of  current  assets  to  current  lia- 
bilities. In  the  past  they  have  insisted  quite  arbitrarily  on  the 
"two  to  one"  rule;  that  is,  the  current  assets  must  be  twice  the 
current  liabilities.  Of  late,  they  have  learned  that  such  a  rule  can 
not  be  followed  blindly  and  that  the  nature  of  the  business  must 
be  taken  into  consideration,  but  they  still  insist  that  an  approxima- 
tion of  the  above  ratio  be  maintained  in  most  businesses.  In  trying 
to  judge  the  financial  condition  of  a  business  from  its  Balance 
Sheet,  the  ratio  of  current  assets  to  current  liabilities  must  always 
be  taken  into  consideration,  and  a  business  should  be  considered  in 
a  precarious  condition  if  its  current  assets  do  not  exceed  its  cur- 
rent liabilities  by  a  safe  margin. 

Method  of  Determining  the  Value  of  Certain  Assets 

The  Balance  Sheet  should  show  as  nearly  as  possible  the  finan- 
cial condition  of  a  business  on  a  particular  date.  In  order  to  do 
this  it  is  necessary  that  care  be  exercised  to  avoid  overstating  any 
of  the  assets.  The  value  of  some  of  the  assets  of  a  business  at  the 
end  of  a  fiscal  period  can  be  obtained  from  the  ledger  accounts,  but 
there  are  others  the  correct  value  of  which  is  not  shown  by  the 
ledger  record.  It  is  necessary  to  see,  therefore,  what  these  assets 
are  and  how  their  value  is  to  be  determined. 

The  business  man  soon  learns  by  experience  that  each  year  he 
sells  goods  to  customers  who  fail  to  pay  hhn.  This  is  true,  no 
matter  how  carefully  he  may  select  those  to  whom  he  sells  on  ac- 
count. If,  for  instance,  Cline  &  Pipkin,  retail  merchants,  have 
$2,600.00  due  from  customers  at  the  end  of  the  year,  they  may  not 
be  able  to  collect  more  than  $2,548.00.  They  do  not  know,  prob- 
ably, which  customers  will  not  pay,  but  they  know  from  past  experi- 
ence that  about  two  per  cent  of  the  amount  due  from  customers 
will  prove  uncollectible.  They  estimate,  therefore,  that  two  per 
cent  of  the  $2,600.00  due  them,  or  $52.00,  will  prove  uncollectible 
this  year. 

If  Cline  &  Pipkin  estimate  that  they  will  be  able  to  collect  only 
$2,548.00  from  their  customers,  it  is  undesirable  for  them  to  place 
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debts  due  from  customers  on  the  Balance  Sheet  as  $2,600.00. 
Although  the  loss  has  not  yet  taken  place,  it  is  desirable  that  allow- 
ance be  made  in  some  way  for  the  $52.00  they  anticipate  being 
unable  to  collect.  This  may  be  done  by  subtracting  the  $52.00  from 
the  $2,600.00  due  and  showing  their  accounts  receivable  on  the 
Balance  Sheet  as  $2,548.00.  This  method  is  employed  frequently, 
but  since  the  $52.00  represents  only  the  estimated  amount  of  uncol- 
lectible debts  and  adjustments  may  have  to  be  made  later,  it  is 
thought  by  accountants  and  business  men  desirable  to  show  the 
gross  amount  of  the  accounts  receivable  with  the  estimated  allow- 
ance for  bad  debts  subtracted  therefrom.  In  accounting  this  esti- 
mated allowance  is  knowTn  by  the  technical  term  of  reserve  for  bad 
debts.  The  reason  for  this  terminology  will  be  more  apparent  after 
later  chapters  have  been  studied.  On  the  Balance  Sheet  of  Cline  & 
Pipkin  this  would  be  shown  as  follows: 

Accounts  Receivable $2,600.00 

Less :  Reserve  for  Bad  Debts  .     .  52.00     $2,548.00 


In  addition  to  accounts  receivable  the  owner  of  the  business  has 
certain  other  assets  the  correct  value  of  which  is  usually  not  shown 
on  the  accounting  records  at  the  end  of  the  year  or  fiscal  period 
when  the  Balance  Sheet  is  made.  All  fixed  assets  with  the  excep- 
tion of  land  are  continually  decreasing  in  value,  due  to  use  in  the 
business  and  increasing  age.  This  decrease  in  value  is  not  reflected 
in  the  accounts  day  by  day  as  it  takes  place.  It  is  necessary,  there- 
fore, at  the  end  of  the  fiscal  period  to  estimate  the  amount  which 
such  assets  have  decreased  in  value  during  the  period  and  to  sub- 
tract the  amount  from  their  value  as  shown  on  the  accounting 
records. 

If  Cline  &  Pipkin,  the  retail  merchants  mentioned,  have  office 
equipment  which  they  purchased  for  $800.00  on  January  1st,  and 
they  estimate  this  equipment  will  be  of  service  for  ten  years,  they 
would  subtract  $80.00  from  the  original  cost  of  $800.00  and  show 
this  equipment  at  $720.00  on  the  Balance  Sheet.  It  is  usually  deemed 
desirable  to  indicate  this  subtraction  on  the  face  of  the  Balance 
Sheet  for  the  same  reasons  that  the  reserve  for  bad  debts  is  shown 
on  the  Balance  Sheet.  The  decrease  in  value  of  a  fixed  asset  because 
of  its  use  in  the  business  is  known  as  depreciation  and  the  esti- 
mated amount  of  such  depreciatio.    is  known  as  a  reserve  for  depre- 
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elation.    Hence  on  the  Balance  Sheet  of  Cline  &  Pipkin  their  office 
equipment  would  appear  as  follows: 

Office  Equipment $800.00 

Less :  Reserve  for  Depreciation    .     .        80.00    $720.00 

All  other  fixed  assets  with  the  exception  of  land  are  shown  in 
the  same  way;  that  is,  the  original  cost  of  the  assets  with  the 
accumulated  depreciation  subtracted  therefrom  is  shown  on  the 
Balance  Sheet. 


Form  of  the  Balance  Sheet 

A  Balance  Sheet' containing  the  items  discussed  above  may  be  as 
follows  : 

CLIHB  &  PZFKIV 
BALAHCK  SRSBT,  DBCSMBBR  31,  198.. 


Assoto 


Current  Assets: 


Oash 

lotss   RSOSlTftblS    

Aeoounts  Reoeirable  2600.00 

Lsss:  Reeerre  for  Bad  Debts  58.00 

Merohandlee  Inventory 


Totsl  Current  Assets 


Fixed  Assets: 

Office  Squlpaont 800.00 

Least  Reeerre  for  Depreciation  80.00 

Delirery  Rqaipnent 400.00 

Lsss:  Reeerre  for  Depredation  86 .00 

Building  2000.00 

Lsss:  Reserre  for  Depreciation  ...  100.00 


Totsl  Fixed  Assete 


TOTAL  ASSETS 


Liabilities 


Current  Liabilities: 


lotss  Payable  -  Trade  Credltore 

lotee  Payable  -  Bank 

Aooounts  Payable  


Total  Llabilltiss  

Proprietorship 


C.  Cline,  Propristor  • 
0.  Pipkin,  Propristor 


Total  Proprietorship  •• 
TOTAL  LIABILITIES  AND  PROPRISTOR SHIP 


500 
400 

2548 
80QP 


720 

364 

1900 
150Q 


4000 
3332 


00 


. 


5448 


4464 


JEM 


2600 


7332 


9938 


00 


SSL 


00 


oo 


flo_ 


00_ 


Illustration  No.  29 — Balance  Sheet 
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QUESTIONS  FOB  CLASS  DISCUSSION 

1 

R.  M.  Long,  a  retail  merchant  of  Wichita,  Kans.,  desires  to  pur- 
chase on  account  $500.00  worth  of  merchandise  from  James  Pea- 
body  &  Co.,  wholesalers  of  St.  Louis,  Mo.  What  information  would 
Peabody  &  Co.  desire  to  obtain  with  reference  to  R.  M.  Long  before 
they  ship  the  merchandise  to  him!  How  would  Peabody  &  Co. 
obtain  this  information? 

2 

After  examining  the  financial  condition  of  R.  M.  Long,  Peabody 
&  Co.  ship  him  the  $500.00  worth  of  merchandise,  terms  2/10,  n/30. 
These  terms  mean  that  two  per  cent  may  be  deducted  from  the 
face  of  the  invoice  if  it  is  paid  within  ten  days  and  that  the  full 
amount  is  due  within  thirty  days.  Long  desires  to  pay  the  account 
within  the  ten-day  period  so  as  to  obtain  the  discount.  Not  having 
the  cash  available  he  requests  his  local  bank  to  lend  him  the  amount. 
Assuming  that  he  has  not  previously  borrowed  from  his  bank,  what 
information  will  the  bank  desire  to  obtain  before  making  the  loan? 
How  will  it  obtain  this  information! 


The  Ford  Company  manufacture  automobiles.  They  own  their 
factory,  machinery,  and  equipment.  The  Smith  Company  are  en- 
gaged in  the  retail  grocery  business.  They  rent  the  building  in 
which  their  business  is  conducted,  but  own  the  furniture  and  equip- 
ment in  the  store.  In  what  ways  will  the  Balance  Sheets  of  these 
two  firms  differ! 

4 

J.  H.  Bishop,  retail  merchant,  presents  to  his  bank  the  following 
Balance  Sheet : 

Financial  Statement,  July  31,  1920 


Heal  Estate 

$  4,000.00 

Net  Worth 

$  8,300.00 

Cash 

800.00 

Due  to  Creditor** 

2.600.00 

Bills  Receivable 

300.00 

Bills  Payable 

1,600.00 

Furniture  &  Fixtures 

400.00 

Due  from  Customers 

2,800.00 

Merchandise 

4,200.00 

* 

$12,500.00 

$12,500.00 

Explain  how  this  Balance  Sheet  should  be  changed  in  order  to 
provide  more  information  and  to  correspond  to  current  accounting 
practice. 
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W.  C.  Fields,  a  retail  dry  goods  merchant,  orders  merchandise 
on  account  from  C.  M.  Simons  &  Co.,  wholesale  dry  goods  mer- 
chants. Upon  the  request  of  Simons  &  Co.,  Mr.  Fields  submits  the 
following  Balance  Sheet : 


W.  C.  ] 

FIELDS 

Balance  Sheet, 

April  30,  1920 

Gash 

$     800.00 

Notes  Payable 

$  1,920.00 

Notes  Receivable 

100.00 

Accounts  Payable 

2,900.00 

Accounts  Receivable 

2,900.00 

Net  Worth 

13,280.00 

Merchandise  Inventory 

8,000.00 

Furniture  &  Fixtures 

300.00 

Delivery  Equipment 

1,000.00 

Buildings 

3,000.00 

Land 

2,000.00 

$18,100.00 

$18,100.00 

Assuming  that  the  order  of  Mr.  Fields  is  for  $580.00,  will  Simons 
&  Co.  on  the  basis  of  this  Balance  Sheet  be  justified  in  shipping  the 
merchandise? 

6 

C.  M.  Riley,  a  retail  dry  goods  merchant,  asks  his  bank  for  a 
loan  of  $20,000.00.    He  presents  the  following  Balance  Sheet : 

C.  M.  RILEY 
Balance  Sheet,  December  31,  1920 


Gash 

Notes  Receivable 
Accounts  Receivable 
Merchandise  Inventory 
Furniture  &  Fixtures 
Delivery  Equipment 

$    1,000.00 

5,000.00 

20,000.00 

100,000.00 

10,000.00 

8,000.00 

Accounts  Payable 
Notes  Payable 
C.  M.  Riley,  Prop. 

$  75,000.00 
25,000.00 
44,000.00 

$144,000.00 

$144,000.00 

On  the  basis  of  this  report  would  the  bank  be  justified  in  granting 
the  loan? 

7 

On  January  1,  1910,  B.  C.  Cline,  a  hardware  dealer,  purchased 
a  delivery  truck  for  $1,000.00,  and  a  store  building  for  $7,000.00. 
In  1920  he  constructs  the  following  Balance  Sheet: 
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E.  C.  CLINE 
Balance  Sheet,  December  31,  1920 

Cash  $10,000.00     Notes  Payable                            $  1,000.00 

Merchandise  50,000.00     Accounts  Payable                        20,000.00 

Delivery  Equipment  1,000.00     Proprietorship                              49,000.00 

Land  and  Building  7,000.00 

Store  Equipment  2,000.00 


$70,000.00  $70,000.00 


What  criticism  would  you  offer  of  the  foregoing  Balance  Sheet? 

8 
The  James  A.  Hoff  Wholesale  Company  find  by  an  inspection  of 
their  records  that  during  the  years  1916,  1917  and  1918  that  the 
total  uncollectible  accounts  were  one  per  cent  of  the  total  sales  on 
account.  In  1919  their  sales  on  account  amounted  to  $90,000.00. 
The  accounts  receivable  outstanding  are  $28,000.00.  Explain  how 
the  accounts  receivable  should  be  shown  on  the  Balance  Sheet. 

9 
E.  C.  King  has  submitted  to  his  bank  in  asking  for  credit  a 
Balance  Sheet  dated  January  1,  1920.  Examination  reveals  no 
allowance  made  for  bad  debts  nor  for  depreciation  on  fixed  assets. 
You  are  instructed  by  the  credit  manager  of  the  bank  to  make  an 
inspection  of  the  records  of  King  to  determine  the  amount  that 
should  be  deducted  as  a  reserve  for  bad  debts  and  as  a  reserve  for 
depreciation.  Explain  wrhat  information  you  should  obtain  in  order 
to  determine  the  amount  of  these  reserves. 

10 
H.  M.  Jones  and  D.  (\  Brown,  partners  in  the  retail  hardware 
business,  submit  to  their  bank  a  Balance  Sheet  made  as.follows: 

JONES  &  BROWN 
Balance  Sheet,  September  30,  1920 


Assets  :  Liabilities  : 

Current   Asset*  $10,000.00         Current  Liabilities  $  8.000.00 

Fixed  AsnPts  20,000.00         Proprietorship  22,000.00 


$30,000.00  $30,000.00 

You  are  asked  by  the  bank  to  explain  to  Mr.  Jones  and  Mr. 
Brown  how  this  Balance  Sheet  should  be  revised  in  order  to  give 
the  information  which  the  bank  desires.  State  the  instructions  which 
you  would  give  to  Jones  &  Brown. 
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LABORATORY  MATERIAL 

Exercise  No.  81 

The  Trial  Balance  of  Baker  &  Peters  on  June  30.  1920,  is  as 
follows : 

BAKER  &  PETERS 
Trial  Balance,  June  30,  1920 

Cash $  1,800.00 

Notes  Receivable 300.00 

Accounts  Receivable 3,200.00 

Merchandise  Inventory,  June,  1919  .     .     .     .       4,800.00 

Furniture  and  Fixtures 600.00 

Reserve  for  Depreciation  of  Furn.  &  Fix.    .     .  $     120.00 

Delivery  Equipment 1,000.00 

Reserve  for  Depreciation  of  Del.  Equip.     .     .  200.00 

Buildings 4,000.00 

Reserve  for  Depreciation  of  Buildings  .     .     .  1,600.00 

Land - 2,000.00 

Notes  Payable 1,400.00 

Accounts  Payable 2,600.00 

J.  W.  Baker,  Proprietor 6,000.00 

J.  W.  Baker,  Personal 220.00 

P.  B.  S.  Peters,  Proprietor 7.380.00 

P.  B.  S.  Peters,  Personal      ...:...  280.00 

Sales 36,000.00 

Purchases 34,000.00 

Selling  Expenses 1,240.00 

Administrative  Expenses 1,860.00 

♦55,300.00     $55,300.00 

The  merchandise  inventory  on  June  30,  1920,  is  $8,000.00.  The 
loss  on  bad  debts  is  estimated  to  be  two  per  cent  of  the  accounts 
receivable  outstanding.    The  depreciation  on  fixed  assets  is  as  follows : 

Furniture  and  Fixtures 10%  of  cost 

Delivery  Equipment 20%  of  cost 

Buildings 5%  of  cost 

Instructions:  Prepare  a  Balance  Sheet  for  Baker  &  Peters  as  of 
June  30,  1920.  Baker's  proprietorship  will  be  $6,788.00.  and  Peters' 
proprietorship  $8,168.00. 
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Exercise  No.  82 

You  have  $15,000.00,  which  you  desire  to  invest  in  a  retail  dry 
goods  business.  Three  different  businesses  are  offered  to  you  for 
this  sum.  The  following  are  the  assets  and  liabilities  of  the  three 
firms: 

"A"  Dry  Goods  Go. 

1.  Notes  Receivable .  $  5,000.00 

2.  Land  and  Buildings 10,000.00 

3.  Merchandise  Inventory 12,000.00 

4.  Furniture  and  Fixtures 4,000.00 

5.  Notes  Payable  to  Bank 1,000.00 

6.  Notes  Payable  to  Mdse.  Cred 13,000.00 

7.  Cash 10,000.00 

8.  Accounts  Payable 15,000.00 

9.  Accounts  Receivable 3,000.00 

"B"  Dry  Goods  Co. 

1.  Land  and  Buildings $  2,000.00 

2.  Cash 1,000.00 

3.  Notes  Receivable 100.00 

4.  Notes  Payable  to  Creditors 1,000.00 

5.  Accounts  Payable 5,000.00 

6.  Accounts  Receivable 4,000.00 

7.  Notes  Payable  to  Bank 4,000.00 

8.  Merchandise  Inventory 17,000.00 

9.  Furniture  and  Fixtures 900.00 

"C"  Dry  Goods  Co. 

1.  Cash $  3,000.00 

2.  Merchandise  Inventory 65,000.00 

3.  Accounts  Payable 63,000.00 

4.  Land  and  Buildings 8,000.00 

5.  Notes  Receivable 7,000.00 

6.  Notes  Payable  to  Bank 5,000.00 

7.  Accounts  Receivable 22,000.00 

8.  Furniture  and  Fixtures 13,000.00 

9.  Notes  Payable  to  Mdse.  Cred 35,000.00 

Instructions:  1.  Prepare  in  proper  form  a  Balance-sheet  for 
each  firm.  Depreciation  is  not  to  be  considered  in  preparing  these 
Balance  Sheets. 
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2.  State  clearly  in  outline  form  what  information  in  addition  to 
the  foregoing  Balance  Sheets  you  would  desire  in  determining  which 
company  you  would  prefer  to  purchase. 

3.  Considering  the  Balance  Sheets  only,  in  which  company  would 
you  prefer  to  invest?  Give  clearly  and  fully  the  reasons  for  your 
answer.  Tour  reasons  should  be  based  on  an  analysis  of  the  Balance 
Sheets  and  the  ratios  existing  between  the  various  items  thereon. 

Exercise  No.  83 
A  Trial  Balance  of  the  ledger  of  J.  K.  Pines  on  December  31, 
1919,  after  the  adjusting  and  closing  entries  have  been  made,  is  as 
follows : 

Cash $     800.00 

Notes  Receivable 200.00 

Accounts  Receivable      ....      3,800.00 
Merchandise  Inventory     .     .    .      4,200.00 
Furniture  and  Fixtures     .    .    .         600.00 
Reserve  for  Depreciation  of  Fur- 
niture and  Fixtures     ...  $     120.00 

Buildings 3,000.00 

Reserve    for    Depreciation    of 

Buildings 750.00 

Land 2*000.00 

Notes  Payable 2,000.00 

Accounts  Payable 2,300.00 

J.  K.  Pines,  Proprietor  ....  9,430.00 


$14,600.00    $14,600.00 


A  Trial  Balance  made  at  the  same  time  one  year  later  on  Decem- 
ber 31,  1920,  is  as  follows: 

Cash $     300.00 

Notes  Receivable 1,800.00 

Accounts  Receivable     ....      3,200.00 

Merchandise  Inventory      .     .     .      5,600.00 

Furniture  and  Fixtures    .     .     .         600.00 

Reserve  for  Depreciation  of  Fur- 
niture and  Fixtures ....  $     120.00 

Buildings 3,500.00 

Reserve    for    Depreciation     of 

Buildings 750.00 
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Land 2,500.00 

Notes  Payable 4,000.00 

Accounts  Payable 2,300.00 

J.  K.  Pines,  Proprietor  ....  10,330.00 


$17,500.00    $17,500.00 


Instructions:  1.  Prepare  a  Balance  Sheet  for  Pines  as  of  Decem- 
ber 31,  1919  and  as  of  December  31,  1920. 

2.  Explain  with  reasons  on  which  date  you  think  the  financial 
condition  of  Pines  is  the  better. 
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CHAPTER  XXI 
THE  STATEMENT  OF  PROFIT  AND  LOSS 

Purpose  of  the  Statement  of  Profit  and  Loss 

The  primary  purpose  of  business  investment  being  to  earn  a 
profit  it  should  be  apparent  that  those  who  are  responsible  for  the 
management  of  a  business  desire  information  of  two  kinds  at  the 
end  of  a  fiscal  period:  first,  they  desire  information  which  will 
show  them  the  amount  of  profit  made  during  the  past  period;  sec- 
ond, they  desire  information  which  will  show  them  how  to  plan 
an  increase  of  the  amount  of  profit  for  the  next  period.  Of  course, 
if  the  business  has  been  unsuccessful  and  a  loss  instead  of  a  profit 
has  resulted  from  its  operations,  they  are  equally  anxious  to  know 
the  amount  of  the  loss  and  how  it  can  be  eliminated. 

The  Balance  Sheet  shows  the  amount  of  the  proprietorship,  and 
by  comparing  this  with  the  proprietorship  item  shown  on  the  pre- 
ceding Balance  Sheet,  the  profit  or  loss  for  the  period  can  be  deter- 
mined, provided  the  proprietors  have  not  withdrawn  or  added  to 
their  investment  during  the  period.  The  Balance  Sheet  at  the  most, 
however,  shows  only  indirectly  the  cause  or  reason  for  this  profit  or 
loss.  To  obtain  the  reason  for  the  profit  or  loss  resulting  from  the 
operations  of  the  period,  a  statement  must  be  prepared  which  gives 
the  source  and  amount  of  the  income  and  the  nature  and  amount 
of  the  expense  incurred  in  earning  this  income.  This  statement  is 
frequently  called  the  Statement  of  Profit  and  Loss.  The  student 
will  find  in  his  study  of  accounting  that  this  statement  is  known 
by  various  names.  The  name  by  which  it  is  known  is  more  or  less 
immaterial,  as  long  as  it  is  descriptive.  Its  purpose  in  any  case  is 
the  same — to  show  the  net  profit  or  loss  for  a  certain  period  of  time 
and  the  causes  therefor. 

Classification  of  the  Items  on  the  Statement  of  Profit  and  Loss 

The  profit  or  loss  resulting  from  the  operations  of  a  business  is 
the  difference  between  its  income  and  its  expenses.  The  income  of 
a  business  may  be  classified  as  operating  income :  that  which  results 
from  the  operations  for  which  it  is  primarily  organized  and  con- 
ducted; and  nan-operating  income:  that  which  arises  incidental  to 
its  main  operations.    For  instance,  the  purpose  of  a  dry  goods  store 
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is  to  sell  merchandise  and  derive  an  income  therefrom.  Conse- 
quently, the  income  derived  from  this  source  by  such  a  store  is 
termed  operating  income.  On  the  other  hand,  if  the  management 
of  the  store  finds  some  surplus  funds  on  hand  during  one  season 
of  the  year  and  loans  them  to  another  merchant,  receiving  pay  for 
their  use,  the  income  thus  received  is  termed  non-operating  income, 
for  it  is  the  purpose  of  a  mercantile  store  to  sell  goods,  not  to  loan 
money. 

Similarly,  the  expenses  of  a  business  are  classified  as  operating 
expenses:  those  incurred  in  carrying  on  the  regular  operations  of 
the  business;  and  noriroperating  expenses:  those  incurred  in  carry- 
ing on  certain  incidental  operations.  For  instance,  the  expenses 
incurred  by  a  merchant  in  the  buying  and  selling  of  his  merchandise 
are  operating  expenses,  while  the  expenses  incurred  in  the  buying 
and  selling  of  some  bonds  are  non-operating  expenses,  for  it  is  not 
the  function  of  a  mercantile  store  to  deal  in  bonds.  Such  operations 
are  incidental  to  the  main  operations  of  the  business. 

In  view  of  the  above  discussion  it  may  be  seen  that  the  items  on 
the  Statement  of  Profit  and  Loss  may  be  classified  under  the  follow- 
ing heads: 

1.  Operating  Income. 

2.  Operating  Expenses. 

3.  Non-operating  Income. 

-t.  Non-operating  Expenses. 

Operating  Income 

In  a  mercantile  business  the  operating  income  is  obtained  as  a 
result  of  the  purchase  and  sale  of  merchandise.  Its  amount  is 
determined  by  the  difference  between  the  cost  and  the  selling  price 
of  the  merchandise  sold.  It  will  be  readily  seen,  therefore,  that  in 
the  discussion  of  the  operating  income  of  such  a  business  two  things 
must  be  considered — the  returns  from  sales,  and  the  cost  of  the 
goods  sold. 

Returns  from  Sales 

The  Statement  of  Profit  and  Loss  begins  with  a  statement  of 
the  amount  received  from  sales.  In  a  mercantile  business,  as  stated 
above,  this  is  the  amount  received  from  the  sale  of  merchandise. 
In  some  lines  of  business,  such  as  that  of  a  firm  of  lawyers  or 
accountants,  not  merchandise  but  services  are  sold.  In  this  case 
the  first  item  on  the  Statement  of  Profit  and  Loss  would  be  the 
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income  from  services  rather  than  the  returns  from  sales.  In  a  bank 
the  chief  income  is  derived  from  the  sale  of  the  use  of  money.  Funds 
are  loaned  to  customers  of  the  bank  and  a  certain  sum  known  as 
interest  is  charged  for  the  use  of  this  money.  When  the  bank  makes 
a  Statement  of  Profit  and  Loss  the  first  item  will  be  a  statement  of 
the  interest  received,  instead  of  the  returns  from  sales.  Thus  in 
the  case  of  any  business  the  operating  income  from  whatever  source 
received  is  shown  as  the  first  item  on  the  Statement  of  Profit  and 
Loss.  The  present  discussion  will  be  confined  to  a  consideration  of 
the  Statement  of  Profit  and  Loss  for  a  mercantile  firm.  The  prin- 
ciples governing  its  construction  and  interpretation  are  the  same 
as  for  other  lines  of  business,  though  the  name  and  number  of  the 
items  appearing  thereon  may  show  considerable  variation. 

Sales  Deductions 

Usually  the  first  item  appearing  on  the  Statement  of  Profit  and 
Loss  is  the  gross  sales.  This  item  is  the  total  of  all  goods  invoiced 
to  customers.  There  are  certain  deductions,  however,  which  have  to 
be  made  from  the  gross  sales  in  order  to  determine  the  net  sales,  the 
amount  for  which  the  customer  assumes  liability.  Although  these 
deductions  may  be  of  various  kinds,  those  of  principal  importance 
and  of  usual  occurrence  may  be  classified  as : 

1.  Sales  Returns. 

2.  Sales  Allowances. 

Sales  returns  are  goods  which  have  been  sold  and  later  returned 
by  the  customer.  They  may  be  returned  because  the  wrong  goods 
were  shipped,  because  they  were  defective  or  damaged,  or  for  any 
other  reason  which  made  them  unsuitable  for  the  use  the  purchaser 
intended.  The  consent  of  the  seller  should  be  obtained  before  they 
are  returned,  but  this  is  usually  given  if  the  purchaser  can  show 
that  their  unsuitability  for  his  use  is  due  to  the  fault  of  the  seller. 

Sales  allowances  are  deductions  from  the  sales  price  granted  by 
the  seller  to  the  purchaser  because  of  defects  in  the  goods  or  dam- 
ages incurred  which  render  them  less  valuable  to  the  latter.  If  the 
goods  are  entirely  unsuitable  for  the  use  of  the  purchaser  they  will 
be  returned,  while  if  they  are  of  some  value  to  him  but  not  worth 
their  purchase  price  he  may  retain  them  but  ask  for  a  reduction  from 
the  invoice  price.  Sometimes  sales  returns  and  sales  allowances 
are  shown  as  one  item,  but  this  is  undesirable,  as  there  is  a  con- 
siderable difference  between  these  two  items.    In  the  case  of  sales 
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allowances  there  is  a  loss  for  the  total  amount,  while  if  goods  are 
returned  they  are  usually  of  some  value,  so  there  is  only  a  partial  loss. 
These  items  are  shown  on  the  Statement  of  Profit  and  Loss  as 
follows : 

Gross  Sales $11,000.00 

Less:  Sales  Returns $20.00 

Sales  Allowances  ....    25,00  45.00 

Net  Sales $10,955.00 

Sometimes  the  seller  prepays  the  freight  on  merchandise  sold 
and  shipped  to  the  customer.  If  it  is  the  practice  of  the  firm  to 
prepay  freight  on  all  goods  sold,  this  is  a  proper  deduction  from 
the  sales  price  and  should  be  added  to  the  items  of  returned  sales 
and  sales  allowances  as  shown  above  and  be  subtracted  from  the 
gross  sales.  If  the  freight,  however,  is  paid  only  on  occasional 
orders  of  new  customers  and  is  paid  as  an  inducement  to  the  cus- 
tomer to  place  the  order,  it  should  be  regarded  as  a  selling  expense 
and  not  as  a  deduction  from  the  gross  sales. 

Cost  of  Goods  Sold 

.  In  the  case  of  a  going  concern  there  are  certain  goods  on  hand 
at  the  beginning  of  the  fiscal  period.  We  have  seen  that  these  goods 
are  known  as  the  merchandise  inventory.  The  value  of  the  inven- 
tory is  obtained  by  taking  a  physical  count  to  obtain  the  quantity 
and  taking  the  cost  price  or  the  market  price,  whichever  is  the 
lower,  as  the  basis  of  valuation.  During  the  fiscal  period  goods  are 
purchased  and  added  to  the  beginning  inventory.  At  the  same 
time  sales  are  being  made  and  these  sales  are  made  indiscriminately 
from  the  goods  on  hand  at  the  beginning  of  the  period  and  those 
purchased  during  the  period.  At  the  end  of  the  fiscal  period  it  is 
necessary  to  know  the  cost  of  goods  sold  in  order  to  determine  the 
profit  made.  This  is  not  shown  by  the  records  as  they  are  usually  kept. 
The  inventory  at  the  beginning  and  the  purchases  made  during  the 
period  are  shown  by  the  Inventory  and  Purchases  accounts  respec- 
tively, and  the  amount  of  the  sales  is  shown  in  the  Sales  account, 
but  nowhere  is  the  cost  of  the  goods  sold  shown.  It  is  obvious  if 
no  goods  had  been  sold  that  the  value  of  the  merchandise  on  hand 
at  the  end  of  the  period  would  be  the  sum  of  the  beginning  inventory 
and  the  purchases.  But  sales  have  been  made  and  the  amount  on 
hand  is  much  less  than  the  above  amount.     By  taking  a  physical 
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inventory  the  value  of  the  goods  on  hand  may  be  obtained,  and  if 
this  is  subtracted  from  the  beginning  inventory  plus  the  purchases, 
it  must  be  assumed  that  the  difference  represents  the  cost  of  the 
sroods  sold. 

By  way  of  illustration,  it  may  be  assumed  that  the  beginning 
inventory  is  $3,000.00  and  the  purchases  during  the  period  are 
$10,000.00.  Then,  obviously,  if  no  sales  had  been  made  there  would 
be  $13,000.00  worth  of  merchandise  on  hand  at  the  end  of  the  period. 
But  sales  have  been  made  and  an  inventory  shows  only  $5,000.00 
worth  of  merchandise  on  hand.  Since  $13,000.00  worth  of  mer- 
chandise has  been  put  in  the  store  during  the  period  and  there  is 
only  $5,000.00  there  now,  it  must  be  assumed  that  the  difference, 
or  $8,000.00,  represents  the  cost  of  the  goods  sold. 

From  the  above  discussion  it  should  be  apparent  that  the  chief 
difficulty  in  obtaining  the  cost  of  goods  sold  is  in  determining  the 
value  of  the  beginning  and  ending  inventories  and  the  cost  of  the 
goods  purchased.  After  these  are  determined,  it  is  only  a  matter  of 
arithmetic  to  ascertain  the  cost  of  goods  sold.  The  method  of  deter- 
mining the  value  of  the  inventories  has  been  discussed  sufficiently  for 
the  present,  although  it  will  be  necessary  to  return  to  it  later.  It  is 
necessary,  however,  to  discuss  at  this  time  the  method  of  determining 
the  cost  of  the  merchandise  purchased. 

The  invoice  received  from  the  seller  shows  the  amount  which 
the  purchaser  has  contracted  to  pay  for  the  merchandise  purchased. 
On  the  accounting  records  it  is  customary  to  debit  Purchases  and 
credit  the  creditor  for  the  amount  of  the  invoice.  At  the  end  of 
the  period,  therefore,  the  total  of  the  Purchases  account  shows  the 
invoice  cost  of  merchandise  purchased.  In  the  case  of  purchases, 
as  well  as  sales,  however,  there  are  certain  deductions.  These  de- 
ductions usually  consist  of  returned  purchases  and  purchases  allow- 
ances. The  former  are  purchases  which  have  been  returned  to 
seller  and  the  latter  are  deductions  allowed  by  the  seller  from  the 
invoice  price.  The  reasons  for  these  returns  and  allowances  are 
the  same  as  those  stated  for  sales  returns  and  sales  allowances. 
They  represent  deductions  from  invoice  cost  and  are  so  shown  on 
the  Statement  of  Profit  and  Loss.  Another  item  which  must  be 
considered  in  arriving  at  the  cost  of  purchases  is  freight  and  dray- 
age.  Usually  the  purchaser  pays  the  freight  charges  on  the  goods 
purchased  and  also  incurs  certain  expenses  in  connection  with  the 
transfer  of  the  goods  from  the  station  of  the  transportation  com- 
pany to  the  store-room  of  his  business.     These  expenses  are  a  part 
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of  the  cost  of  goods  purchased  and  are  shown  as  an  addition  to  the 
invoice  cost  on  the  Statement  of  Profit  and  Loss. 

The  cost  of  goods  sold  may  be  shown  on  the  Statement  of  Profit 
and  Loss  as  follows : 

Cost  op  Goods  Sold  : 


Merchandise  Inventory,  January   1, 

l*urchases 

Freight  and  Drayage 

192 

ttory 
192 

$3,000.00 
$8,000.00 
800.00 

Less   Purchases   Returned 
Purchases  Allowances 

8,800.00 
$200.00 
100.00     300.00 

Net  Purchases 

Total  Purchases  and  Beginning  Inven 
Merchandise  Inventory,  December  31, 

8,500.00 

11,500.00 
4,000.00 

Cost  of  Goods  Sold  $7,500.00 

As  shown  in  the  illustration  of  the  Statement  of  Profit  and  Loss 
given  at  the  end  of  this  chapter,  the  cost  of  goods  sold  is  subtracted 
from  the  net  sales  in  order  to  determine  the  gross  profit  on  sales. 

Operating  Expenses 

The  nature  and  amount  of  the  operating  expenses  are  determined 
by  the  size,  nature  and  organization  of  the  business.  It  is  necessary 
to  know  what  the  operations  of  a  business  are  before  it  is  possible 
to  discuss  the  expenses  which  will  be  incurred  in  carrying  on  these 
operations.  In  a  mercantile  business,  since  the  principal  operations 
are  in  connection  with  the  purchase  and  sale  of  merchandise,  it  will 
be  apparent  that  the  expenses  incurred  in  connection  with  buying, 
usually  known  as  buying  expenses,  and  those  incurred  in  connection 
with  sales  and  known  as  selling  expenses,  are  two  principal  items. 
In  addition  to  these,  certain  expenses  known  as  administrative  ex- 
penses are  incurred  in  the  general  administration  of  the  business. 
In  a  retail  business  where  goods  are  delivered  to  the  customers, 
there  is  another  item  of  expense  known  as  delivery  expense.  This 
item  also  occurs  in  a  wholesale  business,  since  it  is  necessary  to 
deliver  the  goods  sold  to  the  railroad  station.  In  connection  with 
a  wholesale  business  it  is  sometimes  called  drayage  instead  of 
delivery  expense.  In  a  business  where  large  stocks  are  carried, 
and  as  a  consequence  a  large  warehouse  maintained,  the  item  of 
warehouse  expense  will  be  found.  In  a  manufacturing  business 
certain  expenses  known  as  manufacturing  expenses  will  be  incurred 
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in  connection  with  the  manufacturing  operations.  In  different  lines 
of  business  where  other  operations  are  performed  other  items  of 
operating  expense  will  occur.  In  the  present  discussion  of  the 
Statement  of  Profit  and  Loss  only  the  first  four  items  mentioned — 
that  is,  buying,  selling,  delivery  and  administrative  expenses — will 
be  considered.  In  later  chapters  other  kinds  of  expense  will  be 
considered  and  illustrated. 

The  expenses  incurred  in  connection  with  any  one  of  the  above 
operations  of  the  business — buying,  selling,  delivering  and  adminis- 
tering— may  be  shown  under  several  heads  in  order  to  indicate  their 
particular  nature.  For  the  sake  of  brevity  and  simplicity  it  will  be 
assumed  for  the  present  that  all  the  expenses  of  each  operation  are 
recorded  in  one  account,  and  shown  as  one  item  on  the  Statement 
of  Profit  and  Loss.  If  kept  in  separate  accounts  they  would  be 
shown  on  the  statement  under  the  main  headings  suggested  above. 
For  instance,  the  selling  expenses  might  be  shown  as  follows : 

Selling  Expenses: 

Salaries  and  Wages  of  Sales  Force.    .  $300.00 

Advertising 170.00 

Miscellaneous 10.00 

Total  Selling  Expense     .     .     .    .  $480.00 

If  only  the  four  accounts  mentioned  above  are  kept  with  operat- 
ing expenses  they  will  be  shown  on  the  Statement  of  Profit  and  Loss 
as  follows  : 

Operating  Expenses: 

Buying  Expenses $    158.00 

Selling  Expenses 480.00 

Delivery  Expenses 250.00 

Administrative  Expenses      .     .     .     1,170.00 

Total  Operating  Expenses  .    .  $2,058.00 

In  a  subsequent  chapter  the  particular  items  which  may  con- 
stitute the  buying,  selling,  delivery  and  administrative  expenses  will 
be  indicated  in  connection  with  the  construction  and  interpretation 
of  the  accounts  kept  with  these  expenses. 


Digitized  by 


Googk 


286  BOOKKKKI'IXG   AND   ACCOUNTING 

Non-Operating  Income 

If  a  business  receives  income  from  any  source  other  than  the 
regular  operations  of  the  business  it  is  considered  as  non-operating 
income  and  shown  separately  on  the  Statement  of  Profit  and  Loss. 
In  a  mercantile  store  the  regular  operations  consist  of  the  purchase 
and  sale  of  merchandise.  If  part  of  the  funds  are  used  to  purchase 
some  real  estate  which  is  later  sold  at  a  profit,  this  income  should 
be  shown  separately  from  the  income  derived  from  the  operation 
of  the  store.  It  should  be  readily  apparent  why  the  income  from 
these  two  sources  should  be  kept  separately.  If  they  are  not,  it 
will  be  impossible  to  judge  the  success  of  the  operation  of  the  store 
or  of  the  miscellaneous  transactions.  If  considerable  income  is 
derived  from  some  outside  source  and  added  to  the  income  from 
the  store,  it  might  make  the  operation  of  the  store  seem  quite  profit- 
able when  in  fact  it  was  otherwise.  On  the  other  hand,  if  losses 
result  from  the  outside  transactions  and  they  are  combined  with 
the  income  from  the  store,  it  might  make  the  store  appear  as  an 
unsuccessful  enterprise  when  in  fact  it  was  quite  profitable.  The 
same  is  true  in  any  business,  for  no  correct  statement  of  the  results 
of  its  operation  can  be  obtained  if  operating  and  non-operating 
income  are  not  separated. 

The  items  of  non-operating  income  which  may  appear  on  a  State- 
ment of  Profit  and  Loss  are  so  numerous  and  so  varied  that  a  dis- 
cussion of  all  the  particular  kinds  is  impossible.  However,  the  two 
which  are  of  such  frequent  occurrence  that  it  is  thought  advisable 
to  discuss  them  here  are : 

1.  Interest. 

2.  Purchases  Discount. 

Interest  may  be  received  by  the  business  from  customers  who 
owe  on  notes  or  long  time  accounts  or  it  may  be  received  from  the 
bank  on  money  left  on  deposit.  Not  all  money  deposited  in  the 
bank  bears  interest,  but  the  bank  usually  agrees  that  if  funds  are 
left  in  sufficient  amount  and  for  a  certain  length  of  time  interest 
will  be  paid.  It  is  not  the  function  of  a  mercantile  business  to  loan 
money,  hence  income  derived  from  this  source  is  non-operating 
income. 

Merchandise  is  frequently  purchased  on  terms  which  provide 
that  if  it  is  paid  for  within  a  stipulated  time  a  certain  percentage 
may  be  taken  off  the  invoice  price.  For  instance,  $500.00  worth  of 
merchandise  may  be  purchased  from  King  &  Co.  with  the  agreement 
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that  payment  may  be  deferred  for  thirty  days,  but  if  paid  within 
ten  days,  two  per  cent  may  be  deducted  from  the  invoice  price  of 
$500.00.  If  the  business  pays  King  &  Co.  $490.00  within  ten  days 
this  satisfies  its  obligation  and  a  saving  of  $10.00  has  been  made. 
Such  a  saving  may  be  made  in  connection  with  a  considerable  part 
of  the  goods  purchased  if  the  business  has  funds  with  which  to  pay 
bills  promptly.  Such  deductions  are  known  as  purchases  discount. 
There  has  been  much  discussion  how  purchases  discount  should  be 
shown  on  the  Statement  of  Profit  and  Loss.  Some  contend  they 
should  be  shown  as  a  deduction  from  purchases  and  others  that 
they  be  shown  as  non-operating  income.  In  another  part  of  this 
text  the  arguments  pro  and  con  for  each  of  these  methods  are 
given.  For  the  present  it  is  sufficient  to  say  that  the  majority  of 
accountants  treat  them  as  a  non-operating  income.  Since  the 
amount  is  not  usually  under  the  control  of  the  purchases  depart- 
ment, but  is  determined  by  those  who  are  responsible  for  the  finan- 
cial management  of  the  business,  this  method  would  seem  to  be 
preferable. 

The  non-operating  income  is  frequently  shown  on  the  Statement 
of  Profit  and  Loss  under  the  heading  of  " Other  Income* '  or  " Income 
from  Other  Sources."  It  is  usually  placed  just  below  the  operating 
expenses  and  may  appear  as  follows: 

Other  Income  : 

Interest  Received $15.00 

Purchases  Discount 30.00 

Total  Other  Income $45.00 

Non-Operating  Expense 

The  nature  of  non-operating  expense  and  the  distinction  between 
operating  and  non-operating  expense  have  been  discussed.  Operat- 
ing and  non-operating  expenses  should  be  shown  separately  for  the 
same  reasons  given  above  for  the  separation  of  operating  and  non- 
operating  incomes.  No  statistics  by  which  to  judge  efficiency  or  to 
plan  future  operations  are  possible  if  these  items  are  not  recorded 
and  reported  separately.  The  items  of  non-operating  expense  which 
may  occur  in  connection  with  various  lines  of  business  are  innu- 
merable, but  the  two  of  most  frequent  occurrence  are : 

1.  Interest. 

2.  Sales  Discount. 
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Interest  may  be  paid  to  creditors  because  of  notes  or  long  time 
accounts  due  them  or  it  may  be  paid  to  a  bank  because  of  money 
borrowed  from  it  to  pay  the  debts  of  the  business.  In  either  case 
it  is  treated  as  a  non-operating  expense.  It  may  be  difficult  for  the 
student  to  see  why  interest  is  treated  as  a  non-operating  expense. 
It  will  be  easier  for  him  to  see  this  if  he  will  think  of  a  particular 
illustration.  If  A.  B.  King  is  conducting  a  retail  dry  goods  store 
in  which  he  has  invested  $50,000.00  and  borrows  no  money  from  the 
bank  and  issues  no  notes  to  customers,  he  will  pay  no  interest.  If 
he  makes  $5,000.00  profit  from  the  operation  of  the  store,  there  will 
be  no  deduction  for  interest  and  he  may  retain  the  entire  amount. 
If,  however,  he  is  conducting  the  same  store  but  has  only  $40,000.00 
of  his  property  invested  in  it,  it  may  be  necessary  for  him  to  borrow 
on  the  average  $10,000.00  a  year  from  his  local  bank.  For  the  use 
of  the  bank's  money  he  pays,  or  promises  to  pay,  say  $600.00.  At 
the  end  of  the  year  the  profits  of  the  business  have  not  decreased, 
because  part  of  the  property  with  which  it  is  conducted  has  been 
provided  by  the  bank.  The  only  difference  is  that  A.  B.  Bang  will 
not  be  able  to  retain  the  entire  $5,000.00  profits,  for  he  must  give 
the  bank  $600.00  for  the  use  of  its  money.  So  the  interest  paid  is 
treated  as  a  non-operating  expense  or,  as  more  frequently  termed,  a 
"  deduction  from  income/ ' 

Sales  discounts  are,  from  the  viewpoint  of  a  particular  firm,  the 
direct  opposite  of  purchases  discounts, .  and  for  the  same  reason 
that  the  latter  are  treated  as  " other  income' '  the  former  are  treated 
as  " deductions  from  income." 

On  the  Statement  of  Profit  and  Loss  the  non-operating  expenses, 
frequently  listed  as  "deductions  from  income,"  are  shown  imme- 
diately below  the  non-operating  or  "other  income." 

The  two  items  of  non-operating  expense  discussed  above  may  be 
shown  on  the  Statement  of  Profit  and  Loss  as  follows : 

Deductions  from  Income: 

Interest  Paid $40.00 

Sales  Discount 30.00 


Total  Deductions  from  Income    .  $70.00 

Form  of  the  Statement  of  Profit  and  Loss 

The  Statement  of  Profit  and  Loss,  containing  the  items  discussed 
in  this  chapter,  may  be  made  as  in  Illustration  No.  30,  page  289. 
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A.  L.  AHDER30H  A  CO. 
Statement  of  Profit  and  Loss  for  Year  2nd  Ins;  Deoember  31,  192.. 


GROSS  8ALIS 


Leoo:  Saloa  Returns  ... 
Sales  Alloaanoee 


Sot  Sales 
COST  0?  GOODS  SOLD 


Merohandlae  InTentory.  Jan.  1,  192. 

Purchases  8000.00 

Freight  and  Drayage  In BOO -00 

6800  00 

Loss:  Purohaeee  Returned £00*00 

Purohaeee  Alloaanoee  100,00  300,00 

Hot  Purohaeee  

Total  Purohaeee  and  Beginning  Inventory . . . . . 

Merchandise  Inventory,  Doo.  31.  192 

Coat  of  Ooodo  Sold  

Groae  Profit  on  Saloa  

OPEUTIBG  2XPBHSB8 

Baying  Bxpenses 

Soiling  Expenses 

Delivery  Expenses 

Adalnletratlv*  Sxpenooo 


Total  Operating  Bxpensee  

Hot  Operating  Profit 
OTHSR  IHCOMB 


Interact  Reoelyed  

Purohaeee  Disoount  ., 


Total  Other  Inooao 

Grooo  Inooao 
DBD00TI0H3  PROM  IHCOMB 


•••••••••••••••• 


Interest  Paid  • 
Saloa  Dlaooont 


Total  Deduotlone  from  Inoono 
Hot  Income  . 


3000 


86O0 


11600 

4000 


158 

480 

£50 

1170 


15 


40 


00 


00 


00 


00 


11000 


00 


.jQflL 


10955 


00 


7500 


00 


3455 


00 


_2068_ 


00_ 


1397 


00 


.SB- 


1442 


70 


00 


00. 


J87i 


00^ 


Illustration  No.  30 — Statement  of  Profit  and  Loss 
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QUESTIONS  FOB  CLASS  DISCUSSION 

1 

Douglas  C.  Johnson  operates  a  retail  clothing  store.  He  owns 
the  building  in  which  his  business  is  conducted  and  rents  that  part 
which  he  does  not  need  for  the  use  of  the  store.  Explain  how  you 
would  show  the  rent  received  on  a  Statement  of  Profit  and  Loss. 

2 
The  Mercantile  Trust  Company  receives  $10,000.00  from  interest 
on  notes  receivable  during  the  year  of  1920.    How  would  this  item 
be  classified  on  a  Statement  of  Profit  and  Loss  of  the  bank! 

3 

The  Mercantile  Trust  Company,  in  addition  to  its  banking 
business,  conducts  a  real  estate  business.  Their  gross  income  from 
the  real  estate  business  for  the  year  1920  amounts  to  $5,000.00.  The 
expenses  incurred  in  connection  with  the  real  estate  department 
amount  to  $3,000.00.  Explain  how  the  real  estate  income  and  ex- 
penses should  be  shown  on  a  Statement  of  Profit  and  Loss  for  the 
bank. 

4 

In  preparing  a  Statement  of  Profit  and  Loss  for  William  West, 
what  would  be  the  first  item  which  would  appear  on  it  in  case  West 
is  a  lawyer?  A  banker?  A  retail  grocer?  Would  the  general  prin- 
ciples governing  the  construction  and  interpretation  of  the  State- 
ment of  Profit  and  Loss  be  different  or  the  same  in  the  three  cases? 

5 

Kenneth  Mather,  a  retail  dealer  in  men's  furnishings,  sells 
$20,000.00  worth  of  men's  suits  during  the  year  1919.  Customers 
return  to  him  $200.00  worth  of  clothes  which  have  been  damaged  by 
moths.  He  also  grants  reductions  from  the  selling  price  amount- 
ing to  $150.00  to  customers  who  retained  suits  that  were  slightly 
damaged.  In  preparing  Mather's  Statement  of  Profit  and  Loss, 
how  should  the  foregoing  items  be  shown  ? 

6 
The  H.  B.  Long  Wholesale  Company  make  it  a  general  practice 
to  prepay  the  freight  on  the  goods  sold  to  customers.    How  should 
this  item  be  shown  on  their  Statement  of  Profit  and  Loss?    If  it  is 
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not  their  general  practice  to  prepay  freight,  but  they  do  so  occa- 
sionally in  order  to  obtain  additional  orders,  how  would  it  be  shown 
on  the  Statement  of  Profit  and  Loss!  Explain  why  it  is  treated 
differently  in  the  two  cases. 

7 
Mr.  Watson,  a  retail  merchant,  has  prepared  a  Statement  of 
Profit  and  Loss  on  which  he  has  stated  both  his  beginning  and  end- 
ing inventory  at  selling  price.  Mr.  Watson  contends  that  this  method 
shows  his  cost  of  goods  sold  properly.  State  how  you  would  explain 
to  him  why  he  should  not  follow  this  practice. 

8 
The  Boyd  Mercantile  Company  purchase  $50,000.00  worth  of 
merchandise  during  1920.  They  pay  $1,250.00  freight  and  drayage 
on  these  purchases.  They  return  $450.00  of  this  merchandise  to  their 
creditors  and  in  addition  are  allowed  a  $100.00  reduction  from  the 
purchase  price  on  goods  which  are  slightly  damaged.  Their  mer- 
chandise inventory  on  January  1, 1920,  was  $20,000.00  and  on  Decem- 
ber 31,  1920,  is  $15,000.00.  Explain  how  the  cost  of  goods  sold  by 
this  company  during  the  year  1920  can  be  obtained. 

9 

In  the  foregoing  case  assume  that  net  sales  for  the  year  are 
$70,000.00.  What  is  the  gross  profit  on  sales?  What  other  items 
must  be  considered  after  gross  profit  on  sales  is  determined  before 
the  success  of  the  operation  of  the  business  for  the  year  1920  can 
be  determined! 

10 

Explain  the  principal  classes  of  operating  expenses  and  state 
the  nature  of  the  items  included  in  each  class. 

11 
James  Brown  conducts  a  grocery  business.  In  1920  he  sells  a 
piece  of  property  adjoining  his  store  on  which  he  makes  a  profit 
of  $2,500.00.  His  grocery  business  results  in  a  loss  for  the  year  1920, 
but  his  Statement  of  Profit  and  Loss  shows  a  net  gain  of  $2,000.00 
due  to  the  inclusion  of  the  profit  from  the  sale  of  the  property. 
Explain  to  Mr.  Brown  how  he  should  show  the  profit  on  the  prop- 
erty so  that  the  loss  arising  from  the  conduct  of  his  grocery  store 
will  not  be  hidden. 
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12 

Assuming  that  Mr.  Brown  did  not  discover  that  his  grocery  busi- 
ness was  losing  money,  and  that  he  invested  more  of  his  capital  in 
the  business,  what  might  be  the  result  of  his  ignorance  of  the  proper 
preparation  of  the  Statement  of  Profit  and  Loss? 

13 
A  buys  $5,000.00  worth  of  goods  from  B,  terms  2/10,  n/30.  What 
do  these  terms  mean?  Assuming  that  A  pays  the  bill  in  eight  days, 
for  what  amount  will  he  make  the  check  which  he  gives  to  Bt  In 
what  two  ways  may  A  show  the  amount  of  the  discount  which  he 
receives  in  connection  with  this  sale  on  his  Statement  of  Profit  and 
Loss! 

14 

James  King,  retail  druggist,  receives  $75.00  interest  on  his  bank 
deposits.  How  should  this  item  be  shown  on  his  Statement  of  Profit 
and  Loss? 

15 

Name  and  explain  the  most  common  items  of  non-operating  in- 
come. Name  and  explain  the  most  common  items  of  non-operating 
expenses.  Explain  why  it  is  important  that  non-operating  income 
and  non-operating  expenses  should  be  recorded  and  reported  sepa- 
rately from  operating  income  and  operating  expenses. 
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LABORATORY  MATERIAL 

Exercise  No.  84 

On  December  31, 1919,  the  accounts  of  J.  B.  Reynolds  &  Co.  show, 
the  following  balances : 

Cash $  1,400.00 

Notes  Receivable 480.00 

Accounts  Receivable 9,800.00 

Reserve  for  Bad  Debts 860.00 

Merchandise  Inventory 10,250.00 

Furniture  and  Fixtures 2,200.00 

Reserve  for  Depreciation  of  Furn.  &  Fix.    .  440.00 

Delivery  Equipment 800,00 

Reserve  for  Depreciation  of  Del.  Equip.   .    .  160.00 

Buildings 2,900.00 

Reserve  for  Depreciation  of  Buildings  .    .    .  290.00 

Land 3,800.00 

Notes  Payable 3,860.00 

Accounts  Payable 5,240.00 

J.  B.  Reynolds,  Proprietor 10,620.00 

C.  R.  Smith,  Proprietor 10,000.00 

Sales 48,000.00 

Purchases 32,000.00 

Buying  Expenses 960.00 

Selling  Expenses 9,600.00 

Delivery  Expenses 1,240.00 

Administrative  Expenses 4,250.00 

Interest  on  Notes  Receivable 220.00 

Interest  on  Notes  Payable 450.00 

Sales  Discount 1,240.00 

Purchases  Discount 1,680.00 

Instructions:  1.  Prepare  a  Trial  Balance  from  these  account 
balances. 

2.  The  merchandise  inventory  on  December  31, 1919,  is  $12,840.00. 
It  is  estimated  that  the  loss  on  bad  debts  will  be  two  per  cent 
of  the  accounts  outstanding.  The  depreciation  on  furniture  and 
fixtures  and  delivery  equipment  is  ten  per  cent,  and  on  buildings 
five  per  cent.  Prepare  a  Balance  Sheet  and  a  Statement  of  Profit 
and  Loss.    The  partners  share  profits  and  losses  equally. 
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Exercise  No.  85 

J.  C.  HARMON 

Trial  Balance,   December  31,  1920 

Cash $       6,350.00 

Notes  Receivable 1,640.00 

Accounts  Receivable 150,600.00 

Merchandise  Inventory 170,450.00 

Furniture  and  Fixtures 3,800.00 

Reserve  for  Dep.  of  Furn.  &  Fix.     .     .  $  450.00 

Delivery  Equipment 3,000.00 

Reserve  for  Depreciation  of  Del.  Equip.  320.00 

Buildings 22,000.00 

Reserve  for  Depreciation  of  Buildings  .  2,840.00 

.Land 21,000.00 

#Notes  Payable 70,000.00 

Accounts  Payable    . 128,000.00 

J.  C.  Harmon,  Capital '. 94,380.00 

J.  C.  Harmon,  Personal 1,600.00 

L.  W.  Peart,  Capital 90,400.00 

L.  W.  Peart,  Personal 1,040.00 

Sales 650,000.00 

Sales  Returns 1,200.00 

Sales  Allowances 920.00 

Purchases 620,000.00 

Purchases  Returns 250.00 

Purchases  Allowances 340.00 

Freight  Inward 4,250.00 

Selling  Expenses 12,000.00 

Delivery  Expenses  .    .- 2,240.00 

Administrative  Expenses 14,250.00 

Discount  on  Sales 1,680.00 

Discount  on  Purchases 2,840.00 

Interest  Earnings    ........  840.00 

Interest  Paid 2,640.00 

$1,040,660.00    $1,040,660.00 

Inventory,  December  31,  1919,  $118,450.00. 

Depreciation  of  Fixed  Assets:  Buildings,  2$  ;  Furniture  and  Fix- 
tures, 10^?  ;  Delivery  Equipment,  10$  ;  Loss  on  Bad  Debts, 
1%  of  accounts  receivable  outstanding. 

Instructions:    Prepare  a  Balance  Sheet  and  a  Statement  of  Profit 
and  Loss. 
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CHAPTER  XXII 
CONSTRUCTION  AND  INTERPRETATION  OF  ACCOUNTS 

Relation  of  the  Accounts  to  the  Reports 

In  the  two  preceding  chapters  the  Balance  Sheet  and  the  State- 
ment of  Profit  and  Loss  have  been  discussed.  These  two  reports 
provide  the  information  from  which  the  financial  condition  of  the 
business  and  the  result  of  its  operation  during  a  certain  period  of 
time  can  be  determined.  The  information  contained  in  these  reports 
is  obtained  in  the  main  from  the  ledger  accounts.  At  the  time  the 
reports  are  made  there  may  be  certain  information,  such  as  the 
amount  of  the  merchandise  inventory  and  the  depreciation  on  the 
fixed  assets,  which  does  not  appear  in  the  ledger.  If  this,  however, 
has  not  been  recorded  in  the  accounts  at  the  time  the  reports  are 
made,  it  is  placed  there  shortly  afterwards,  so  in  the  end  the  reports 
and  the  accounts  agree,  and  the  greater  part  of  the  information 
which  the  former  contain  is  taken  from  the  latter. 

The  accounts  necessary  to  provide  a  considerable  portion  of  the 
information  contained  on  the  Balance  Sheet  and  the  Statement  of 
Profit  and  Loss  illustrated  in  the  two  preceding  chapters,  have  beert 
discussed  previously,  and  this  discussion  need  not  be  repeated  here. 
The  purpose  of  the  present  chapter  is  to  discuss  the  additional 
accounts  which  are  necessary  to  provide  the  information  given  in 
these  reports. 

Accounts  with  Real  Estate 

Real  estate  is  a  technical  term  that  is  applied  to  immovable  prop- 
erty, such  as  land,  buildings  and  other  improvements  which  ma&e 
the  land  more  valuable.  The  majority  of  mercantile  firms  do  not 
own  their  place  of  business,  but  rent  them  instead.  Consequently, 
the  discussion  of  accounts  with  real  estate  was  not  given  in  the 
preliminary  treatment  of  accounts  with  fixed  assets.  Some  mer- 
cantile firms,  however,  and  most  manufacturing  firms  own  real 
estate,  so  the  accounts  necessary  for  its  record  should  be  understood 
by  the  student. 

The  purchase  price  fixes  the  value  of  real  estate,  and  this  value 
does  not  change  except  in  case  of  additional  improvements  and  as 
a  result  of  depreciation.    The  value  should  not  be  increased  on  the 
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records  by  means  of  an  inventory  or  appraisal.  Although  the 
market  price  may  have  increased,  the  business  does  not  intend  to 
sell  it,  and  it  is  no  more  valuable  in  the  operation  of  the  business. 
A  distinction  should  be  made  between  the  land  and  the  buildings 
because  the  latter  have  certain  characteristics  which  do  not  pertain 
to  the  former.  For  instance,  the  buildings  are  subject  to  deprecia- 
tion due  to  their  use  in  the  business  and  their  increasing  age,  while 
urban  land,  at  least,  does  not  depreciate  in  value  although  its  market 
value  may  fluctuate.  The  buildings  are  subject  to  destruction  by 
fire,  storm,  etc.,  while  the  land  is  not ;  so  the  former  are  subject  to 
insurance,  while  the  latter  is  not.  In  order  to  determine  the  proper 
amount  of  depreciation  on  buildings  and  the  proper  insurance  which 
should  be  carried  on  them,  it  is  necessary  to  have  their  value  stated 
separately  from  the  value  of  the  land  on  which  they  stand.  Con- 
sequently, separate  accounts  are  kept  for  buildings  and  for  land. 

The  Buildings  Account 

The  purpose  of  the  Buildings  account  is  to  show  the  cost  of  the 
buildings  owned  by  the  business.  This  cost  consists  of  the  pur- 
chase price  plus  the  cost  of  improvements  made  on  the  buildings. 
Cost  of  repairs  and  upkeep  of  the  buildings  must  not  be  treated  as 
an  additional  charge  to  the  Buildings  account.  Such  expenses  may 
be  charged  to  a  special  Building  Expense  account,  or  in  a  small 
business  where  such  an  account  probably  would  not  be  kept,  they 
will  be  charged  as  an  administrative  expense.  Since  buildings  are 
subject  to  depreciation,  a  separate  Reserve  for  Depreciation  of 
Buildings  account  must  be  kept. 

The  debits  and  credits  to  the  Buildings  account  are  as  follows : 

Buildings 


Debit: 
With  the  cost  of  buildings  purchased 

or  new  buildings  erected 
With  the  cost  of  any  improvements 

applicable  to  the  buildings  which 

increase  their  value. 


Credit  : 
With  the  cost  of  any  buildings  sold 
or  otherwise  disposed  of. 


The  balance  of  the  Buildings  account  shows  the  cost  value  of 
the  buildings  owned  by  the  business.  It  represents  one  of  the  fixed 
investments  and  is  shown  as  a  fixed  asset  on  the  Balance  Sheet. 

Reserve  for  Depreciation  of  Buildings  Account 

The  purpose  of  the  Reserve  for  Depreciation  of  Buildings  account 
is  to  show  the  net  amount  of  the  reserve  created  to  provide  for  the 
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decrease  in  value  of  the  buildings  used  in  the  conduct  of  the  business. 
The  debits  and  credits  to  this  account  are  as  follows : 

Reserve  for  Depredation  of  Buildings 


Debit: 
With  the  difference  between  the  cost 

and  scrap  value  of  the  buildings 

discarded  or  destroyed. 
With  the  difference  between  the  cost 

and  selling  price  of  the  buildings 

sold. 


Credit: 
At   the   close   of   each   fiscal  period 
with  the  estimated  depreciation  of 
the    buildings    chargeable    to    the 
current  period. 


The  balance  of  this  account  shows  the  net  amount  of  the  reserve 
set  aside  for  depreciation  on  buildings  and  preferably  is  shown  on 
the  Balance  Sheet  as  a  deduction  from  the  cost  of  the  buildings. 

The  Land  Account 

The  purpose  of  the  Land  account  is  to  show  the  cost  of  the  land 
used  in  the  conduct  of  the  business.  This  cost  consists  of  the  original 
purchase  price  plus  the  cost  of  any  improvements  made  thereon, 
such  as  grading,  laying  out  walks,  etc. 

The  debits  and  credits  to  this  account  are  as  follows : 

Land 


Credit: 
With  the  cost  price  of  land  sold. 


Debit: 

With  the  cost  of  land  purchased,  in- 
cluding legal  expenses  incident  to 
the  purchase  and  passing  of  title. 

With  the  cost  of  grading,  laying  out 
of  walks  and  other  improvements 
applicable  to  land. 

The  balance  of  the  Land  account  shows  the  cost  of  the  land 
owned  by  the  business.  It  is  one  of  the  fixed  investments  of  the 
business  and  is  shown  on  the  Balance  Sheet  as  a  fixed  asset. 

Accounts  with  Proprietorship 

The  difference  between  the  total  assets  invested  in  the  business 
and  the  total  liabilities  of  the  business  represents  the  proprietorship. 
In  a  sole  proprietorship  this  amount  is  shown  in  the  proprietor's 
Capital  account.  In  a  partnership  the  proprietorship  is  vested  in 
the  several  partners  and  it  is  necessary  to  keep  a  separate  Capital 
account  with  each  partner  in  order  to  show  his  interest  in  the  total 
proprietorship. 

The  purpose  of  a  partner's  Capital  account  is  to  show  his  original 
investment,  any  additions  thereto,  and  any  withdrawals  therefrom. 
In  addition  to  the  above,  at  the  end  of  the  fiscal  period  the  partner's 
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share  of  the  net  profit  or  loss  for  the  period  is  carried  to  his  Capital 
account  and  it  then  shows  his  entire  financial  interest  in  the  business. 
The  debits  and  credits  to  a  partner's  Capital  account  are  as 
follows : 

Partner's  Capital  Account 


Debit: 
With  the  withdrawals  of  investment. 
With  the  partner's  share  of  the  net 
loss  for  the  period. 


Credit: 
With  the  original  investment  of  the 

partner. 
With  additional  investments. 
With  the  partner's  share  of  the  net 

profit  for  the  period. 


The  balance  of  this  account,  if  a  credit,  shows  the  partner's 
share  of  the  net  worth  of  the  business,  while  if  a  debit  it  shows  his 
share  of  the  net  insolvency.  In  the  former  case  it  is  shown  on  the 
Balance  Sheet  as  an  addition  to  the  liabilities,  while  in  the  latter 
it  is  shown  as  a  deduction. 

.  In  addition  to  the  Partner's  Capital  account  it  is  usually  neces- 
sary to  keep  a  Partner's  Personal  account.  The  purpose  of  this 
account  is  to  keep  a  record  of  the  amounts  which  the  partner  has 
withdrawn  during  the  year  in  anticipation  of  profits  or  against  his 
salary  allowance.  It  should  not  include  withdrawals  which  are 
intended  as  withdrawals  of  the  original  investment,  for  these  items 
are  shown  in  the  partner's  Capital  account.  If  the  partnership 
agreement  provides  for  the  payment  of  salaries  to  the  partners,  the 
amount  of  such  salary  should  be  credited  to  the  partner's  Personal 
account  and  debited  to  the  proper  expense  account. 

The  debits  and  credits  to  a  Partner's  Personal  account  are  as 
follows : 

Partner's  Personal  Account 


Debit: 
With  amounts  drawn  against  antic- 
ipated profits  or  salary  allowance. 


Credit: 
With  monthly  salary  allowance. 


The  balance  of  this  account,  if  a  credit,  should  be  treated  as  an 
addition  to  the  amount  of  the  Partner's  Capital  account  on  the 
Balance  Sheet ;  if  a  debit,  as  a  subtraction  from  the  Capital  account. 


Accounts  with  Merchandise 

As  previously  explained,  in  a  mercantile  business  the  chief  source 
of  income  is  the  profit  arising  from  the  sale  of  merchandise.  In 
order  to  determine  this  profit  it  is  necessary  to  know :  first,  the  net 
returns  from  sales;  and  second,  the  cost  of  goods  sold.    By  refer- 
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ence  to  the  Statement  of  Profit  and  Loss  given  in  the  preceding 
chapter,  it  will  be  seen  that  in  order  to  obtain  the  net  sales  it  is 
necessary  to  know  in  addition  to  the  gross  sales,  the  sales  returned 
by  customers  and  the  allowances  granted  to  customers.  By  refer- 
ence to  the  same  statement  it  will  be  seen  that  in  order  to  determine 
the  cost  of  goods  sold  it  is  necessary  to  know  in  addition  to  the 
total  purchases  for  the  period,  the  purchases  returned  to  creditors, 
the  allowances  granted  on  purchases  by  creditors,  the  cost  of  freight) 
and  dray  age  on  goods  purchased,  and,  finally,  the  inventory  at  the 
beginning  and  at  the  end  of  the  period. 

If  these  separate  items  of  information  are  required  in  order  to 
make  the  Statement  of  Profit  and  Loss,  it  should  be  apparent  that 
it  is  necessary  to  have  an  account  with  each  in  order  that  the  infor- 
mation may  be  available.  Accordingly,  the  following  accounts  may' 
be  kept  with  merchandise : 

1.  Sales. 

2.  Sales  Returns.  , 

3.  Sales  Allowances. 

4.  Purchases. 

5.  Purchases  Returns. 

6.  Purchases  Allowances. 
.  7.  Freight  In. 

8.  Inventory. 

It  will  be  necessary  to  discuss  the  construction  and  use  of  each 
of  these  accounts. 

Sales  Account 

The  purpose  of  the  Sales  account  is  to  show  the  gross  sales  of 
merchandise.  The  total  of  the  Sales  account  must  equal  the  total 
of  all  invoices  issued  to  customers.  Usually  in  a  small  business  only 
one  account  is  kept  with  Sales,  the  total  sales  of  the  business  being 
recorded  therein.  In  a  larger  business  it  is  often  desirable  to  know 
the  amount  of  the  sales  of  different  commodities  or  of  different 
departments  of  the  ^business  and  a  separate  Sales  account  is  kept 
with  each  commodity  or  department.  The  principles  governing  the 
use  of  the  several  accounts,  however,  are  the  same  as  for  the  single 
account.  In  the  present  discussion  it  will  be  assumed  that  a  com- 
modity or  departmental  analysis  of  sales  and  purchases  is  not  de- 
sired. In  a  future  chapter  the  use  of  accounts  in  making  such  an 
analysis  will  be  explained  and  illustrated. 
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The  debits  and  credits  to  the  Sales  account  are  as  follows: 

Sales 


Debit: 

'With  any  adjustments  which  reduce 
the  amounts  credited  to  this  ac- 
count. 


Credit: 
With  the  invoice  price  of  merchan- 
dise sold. 


The  balance  of  this  account  shows  the  gross  returns  from  sales. 
It  is  shown  as  the  first  item  of  income  on  the  Statement  of  Profit 
and  Loss. 


Sales  Returns 

The  purpose  of  the  Sales  Returns  account  is  to  show  the  amount 
of  goods  returned  by  customers.  The  reasons  for  such  returns  have 
been  explained  in  the  preceding  chapter. 

The  debits  and  credits  to  this  account  are  as  follows : 

Sales  Returns 


Debit: 

With  the  selling  price  of  all  merchan- 
dise returned  by  customers  for 
credit. 


Credit: 
With  any  adjustments  which  reduce 
the  amounts  charged  to  this  ac- 
count. 


The  balance  of  this  account  shows  the  amount  of  the  merchan- 
dise returned  by  customers.  It  is  shown  on  the  Statement  of  Profit 
and  Less  as  a  deduction  from  the  gross  sales. 

Sales  Allowances 

The  purpose  of  the  Sales  Allowances  account  is  to  show  the 
amount  of  the  deductions  made  by  the  customers  from  the  invoice 
price  because  of  merchandise  being  damaged,  being  of  inferior  grade, 
or  for  other  reasons  previously  explained.  It  is  necessary  to  note 
carefully  the  amount  of  this  account  as  well  as  any  tendency  for  it 
to  increase  in  ratio  to  gross  sales,  for  if  this  account  is  of  material 
size  it  indicates  that  customers  are  not  receiving  satisfactory  service. 

The  debits  and  credits  to  this  account  are  as  follows : 

Sales  Allowances 


Debit: 
With    allowances    to   customers    be- 
cause of  un suitability  or  fault  of 
goods  sold  to  them. 


Credit  : 
With  any  adjustments  which  reduce 
the   amounts   charged   to  this  ac- 
count. 


The  balance  of  this  account  shows  the  amount  of  the  allowances 
granted  to  customers  and  is  shown  as  a  deduction  from  gross  sales 
on  the  Statement  of  Profit  and  Loss. 
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Purchases  Account 

The  purpose  of  the  Purchases  account  is  to  show  the  cost  of 
merchandise  purchased.  Only  purchases  of  articles  intended  for 
resale  are  recorded  in  this  account.  Purchases  of  fixed  assets  or  of 
miscellaneous  supplies  are  recorded  in  separate  accounts. 

The  debits  and  credits  to  the  Purchases  account  are  as  follows : 

Purchases 


Debit:  Credit: 

With  the  invoice  cost  of  merchandise  I       With  any  adjustments  which  reduce 
purchased.  I  the  amounts  charged   to  this  ac- 

count. 

The  balance  of  this  account  shows  the  cost  of  goods  purchased 
and  is  shown  on  the  Statement  of  Profit  and  Loss  as  an  item  of  the 
cost  of  goods  sold. 

Purchases  Returns  Account 

The  purpose  of  the  Purchases  Returns  account  is  to  show  the 
amount  of  merchandise  returned  by  the  business  to  the  seller  because 
of  defects  or  other  reasons  previously  mentioned. 

The  debits  and  credits  to  this  account  are  as  follows : 

Purchases  Returns 

Debit:                                                       Jj  Credit: 

With  any  adjustments  which  reduce    |  With  the  purchase  price  of  all  mer- 

the  amounts  credited  to  this  ac-  jj  chandise  returned  to  the  seller, 
count.                                                     ; 

The  balance  of  this  account  shows  the  amount  of  the  purchases 
returned  to  the  seller  and  is  shown  on  the  Statement  of  Profit  and 
Loss  as  a  deduction  from  the  gross  cost  of  purchases. 

Purchases  Allowances  Account 

The  purpose  of  the  Purchases  Allowances  account  is  to  show  the 
amount  of  the  allowances  granted  to  the  business  by  the  seller 
because  of  defects,  etc.,  in  merchandise  purchased. 

The  debits  and  credits  to  this  account  are  as  follows : 

Purchases  Allowances 


Debit: 
With  any  adjustments  which  reduce 
the  amounts  credited  to  this  ac- 
count. 


|  Credit: 

With  allowances  granted  to  the  busi- 
|  ness  by  the  seller. 
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The  balance  of  this  account  shows  the  amount  of  the  allowance 
granted  by  the  seller  to  the  purchaser  and  is  shown  as  a  deduction 
from  the  invoice  cost  of  merchandise  purchased  on  the  Statement  of 
Profit  and  Loss. 

Freight  In  Account 

The  purpose  of  the  Freight  In  account  is  to  show  the  amount 
paid  for  freight  on  merchandise  purchased.  In  addition  to  the 
freight  paid  to  the  transportation  company  there  are  frequently 
drayage  charges  incurred  in  transporting  the  merchandise  purchased 
from  the  railway  station  to  the  warehouse  of  the  purchaser.  These 
charges  are  frequently  recorded  in  the  same  account  as  the  freight 
in.  If  of  sufficient  importance  they  may  be  recorded  in  a  separate 
account,  usually  termed  drayage  or  delivery  expenses. 

Freight  paid  on  merchandise  purchased  for  resale  is  a  part  of 
the  cost,  and  must  be  considered  as  such  in  determining  the  proper 
selling  price  or  in  ascertaining  the  cost  of  goods  sold.  In  some 
cases  the  amounts  paid  for  freight  and  drayage  on  merchandise 
purchased  are  charged  directly  to  the  Purchases  account.  As  mis- 
takes may  occur  in  rendering  freight  bills  it  is  better  practice  to 
keep  a  separate  account  so  that  adjustments  may  be  made  more 
readily. 

Freight  paid  on  goods  purchased  should  be  kept  separate  from 
freight  paid  on  goods  delivered  to  customers.  The  former  repre- 
sents a  part  of  the  cost  of  merchandise  purchased,  while  the  latter 
is  either  a  selling  expense  or  a  deduction  from  sales. 

The  debits  and  credits  to  this  account  are  as  follows : 

Freight  In 


Debit: 

With  amounts  paid  for  freight,  ex- 
press, or  postage  on  merchandise 
purchased. 

With  freight  prepaid  by  the  seller 
and  charged  on  the  invoice. 


Credit: 
With  any  adjustments  which  reduce 
the  amounts   charged  to   this  ac- 
count. 


The  balance  of  this  account  shows  the  net  amount  paid  for  trans- 
portation charges  on  goods  purchased.  It  is  shown  as  an  addition 
to  the  invoice  cost  of  purchases  on  the  Statement  of  Profit  and  Loss. 

Inventory  Account 

In  order  to  determine  the  cost  of  goods  sold  it  is  necessary  to 
know  the  inventory  at  both  the  beginning  and  the  end  of  the  fiscal 
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period.  This  is  obtained  usually  by  taking  a  physical  count  of  the 
goods  in  stock  and  determining  their  value  at  cost  price  unless  the 
present  market  price  of  the  goods  is  lower  than  cost,  in  which  case 
the  market  price  should  be  used  as  a  basis  of  valuation.  Since  the 
accounting  reports  and  the  ledger  accounts  must  be  in  harmony, 
it  is  necessary  to  construct  an  account  which  will  record  the  value 
of  the  inventory.  Although  this  account  is  not  opened  until  the 
end  of  the  fiscal  period,  it  will  be  discussed  at  this  point  to  show  its 
relation  to  the  other  merchandise  accounts.  Since  the  student  is 
alreadiy  familiar  with  the  process  of  closing  the  ledger,  this  should 
lead  to  no  confusion. 

The  purpose  of  the  Inventory  account  is  to  show  the  value  of 
the  merchandise  on  hand  at  the  end  of  the  fiscal  period. 

The  debits  and  credits  to  the  Inventory  account  are  as  follows: 

Inventory 


Debit: 
At  the  end  of  the  fiscal  period  with 
the  inventory  as  of  the  closing 
date.  The  Purchases  account  is 
credited  at  the  time  this  account  is 
debited. 


Credit: 
At  the  end  of  the  fiscal' period  with 
the  inventory  at  the  beginning  of 
the  period.  The  Purchases  account 
is  debited  at  the  time  this  account 
is  credited. 


The  balance  of  this  account  shows  the  value  of  the  inventory 
of  merchandise  at  the  end  of  the  fiscal  period.  It  is  shown  as  a 
current  asset  on  the  Balance  Sheet.  Both  the  beginning  and  the 
ending  inventories  are  shown  on  the  Statement  of  Profit  and  Loss 
in  determining  the  cost  of  goods  sold. 
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QUESTIONS  FOR  CLASS  DISCUSSION 

1 

In  the  records  of  the  King  Manufacturing  Company  there  is  an 
account  with  Real  Estate  for  the  amount  of  $10,000.00.  What  does 
this  account  probably  represent?  What  accounts  should  be  set  up 
to  take  its  place?    Why? 

2 

In  1910,  the  Jones  Mercantile  Company  purchases  a  lot  and  build- 
ing in  which  to  conduct  their  business,  at  a  cost  of  $10,000.00.  In 
1919,  a  conservative  valuation  of  this  property  is  $15,000.00.  At 
what  price  should  this  property  be  shown  on  the  Balance  Sheet  of 
the  company? 

3 

The  Jones  Mercantile  Company  have  their  building  repainted  at 
a  cost  of  $150.00.  How  should  this  expenditure  be  recorded  in  the 
records? 

4 

R.  C.  Adams,  retail  druggist,  purchases  a  store  in  which  to  con- 
duct his  business,  for  $3,000.00.  He  pays  the  real  estate  agent, 
through  whom  he  makes  the  purchase,  a  commission  of  $100.00.  He 
also  agrees  to  pay  one-half  of  the  cost  of  obtaining  an  abstract  of 
this  property  and  this  amounts  to  $30.00.  At  what  amount  should 
he  record  the  cost  of  this  property  in  his  accounts? 

5 

A.  B.  King  and  R.  L.  Hill,  equal  partners  in  the  business  of 
King  &  Hill,  during  the  fiscal  year  of  1920,  make  a  profit  of  $2,600.00. 
Explain  what  disposition  would  be  made  of  this  profit  in  the  ac- 
counts of  the  business. 

6 

King  &  Hill  have  agreed  that  each  partner  is  to  receive  a  salary 
of  $100.00  a  month  for  his  services.  Explain  how  this  salary  should 
be  recorded  in  their  accounts. 

7 
Merchandise  to  the  amount  of  $600.00  is  sold  to  R.  B.  King  &  Co. 
King  returns  $50.00  worth  of  this  merchandise  because  it  was  re- 
ceived in  a  damaged  condition.  Thirty  days  after  the  date  of  the 
sale  he  pays  his  account  as  provided  by  the  terms  of  sale.  Explain 
how  the  foregoing  transactions  would  be  recorded  in  the  accounts. 
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8 
Merchandise  to  the  amount  of  $560.00  is  purchased  from  Hib- 
bard,  Spencer  &  Bartlett  Co.,  terms  n/60.  $60.00  worth  of  this 
merchandise  is  returned  to  Hibbard,  Spencer  &  Bartlett  Co.  because 
it  does  not  correspond  with  the  goods  ordered.  The  invoice  is 
paid  at  the  end  of  sixty  days.  Explain  the  entries  necessary  to 
record  the  foregoing  transactions  in  the  accounts. 

9 
An  expenditure  of  $50.00  is  incurred  in  connection  with  mer- 
chandise purchases,  and  an  expenditure  of  $40.00  is  incurred  in  con- 
nection with  merchandise  sales.  Explain  how  the  foregoing  amounts 
would  be  recorded  in  the  accounts  and  how  they  would  be  shown 
on  the  Statement  of  Profit  and  Loss. 

10 

The  Chicago  Wholesale  Company  have  certain  merchandise  in 
stock  on  December  31,  1919,  which  cost  them  one  dollar  per  unit, 
but  is  now  worth  $1.20  per  unit.  They  have  certain  other  goods  in 
stock  on  the  same  date  which  cost  them  one  dollar  per  unit,  but 
which  is  now  worth  only  ninety  cents  a  unit.  Explain  how  these 
goods  should  be  valued  in  the  inventory  of  the  Chicago  Wholesale 
Company. 
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LABORATORY  MATERIAL 

Exercise  No.  86 

On  January  1,  1919,  H.  C.  Daines  purchases  for  cash  land  and 
building  for  $30,000.00.  He  values  the  building  at  $10,000.00  and 
the  land  at  $20,000.00.  He  estimates  that  the  building  will  be  usable 
for  ten  years  and  have  a  scrap  value  of  $2,000.00.  He  pays  $100.00 
to  a  real  estate  agent  as  a  commission  for  making  the  purchase.  On 
June  1, 1919,  he  pays  $80.00  for  repairs  on  the  building.  On  January 
1,  1920,  he  pays  $100.00  for  taxes  on  the  land  and  building.  On  the 
same  date  he  pays  $150.00  for  a  three-year  insurance  policy  on  the 
building.  On  June  1,  1920,  he  sells  one-half  of  the  land  (part  not 
occupied  by  building)  for  $15,000.00. 

Instructions:  Set  up  the  accounts  necessary  to  record  the 
foregoing  transactions  and  enter  them  therein.  It  may  be  assumed 
that  the  Cash  account  has  a  debit  balance  of  sufficient  size  to  provide 
for  the  cash  payments  called  for  by  these  transactions.  The  expenses 
applicable  to  the  building  and  the  land  should  be  debited  to  a  special 
expense  account  and  the  profit  on  the  sale  of  the  land  credited  to  a 
special  profit  account. 

Exercise  No.  87 

Oartman  &  Wagoner  maintain  but  one  Merchandise  account  and 
record  in  this  account  all  transactions  relating  to  the  purchase  and 
sale  of  merchandise.  The  Merchandise  account  of  the  firm  for  the 
month  of  December  appears  as  follows: 


Merchandise 


Dec.  !    1  I  Inventory 
;    3  j  Purchases 
!    5  i  Freight 
7  I  Returns 
I  11  I  Purchases 
,  14    Duty 
!  17     Allowances 

20  ;  Purchases 
I  23  I  Returns 
1  27     Drayage 

30  I  Allowances 


$3,800.00 

Dec. 

4 

;  2,200.00 

6 

j   420.00 

9 

345.00 

13 

6,740.00 

14 

228.00 

17 

342.00 

19 

8,276.00 

21 

450.00 

25 

.   182.00 

27 

1    60.00 

29 

Sales 

Returns 

Sales 

Sales 

Allowances 

Sales 

Allowances 

Sales 

Allowances 

Returns 

Sales 


$2,240^ 

38UU0 

1,460.00 
3,200.00 
60.00 
4.240.00  ' 

86.00 

6.742.00 

46.80 

420.00 

346.00 


Instructions:     Set  up  the  accounts  which  the  firm  should  main- 
tain and  show  these  items  properly  recorded  therein. 


Digitized  by 


Googk 


CHAPTER  XXIII 

CONSTRUCTION  AND  INTERPRETATION  OF  ACCOUNTS— 

Continued 

Accounts  with  Operating  Expenses 

The  nature  and  the  amount  of  the  operating  expenses,  as  pre- 
viously stated,  are  determined  in  the  main  by  the  size,  nature  and 
organization  of  the  business.  In  turn,  the  nature  and  amount  of 
the  expenses  determine  to  a  considerable  extent  their  classification 
and  the  accounts  which  are  kept  to  record  them.  In  deciding  what 
accounts  are  to  be  kept  for  expenses  it  should  always  be  remem- 
bered that  although  it  is  important  to  have  information  which  will 
show  what  the  expenses  have  been  for  a  certain  period,  it  is  equally 
important  to  have  information  which  will  make  possible  plans  for 
the  reduction  of  the  expenses  during  the  succeeding  periods. 

Usually  the  operations  of  a  business  are  capable  of  a  more  or 
less  definite  classification.  For  instance,  the  operations  of  a  mer- 
cantile business  may  be  classified  as  follows :  purchasing  of  goods ; 
selling  of  goods;  transporting  and  delivery  of  goods;  and  admin- 
istering of  the  business  as  a  whole.  Of  course,  each  of  the  above 
classes  of  operations  is  capable  of  considerable  subdivision,  but  the 
above  indicates  fairly  well  those  of  a  medium-sized  business. 

In  connection  with  each  class  of  business  certain  expenses  are 
incurred,  and  in  judging  past  results  and  making  future  plans,  it 
is  desirable  to  have  the  expenses  classified  accordingly.  Thus  the 
expenses  of  a  mercantile  business  may  be  classified  as  follows : 

1.  Buying  Expenses. 

2.  Selling  Expenses. 

3.  Drayage  and  Delivery  Expenses. 

4.  Administrative  Expenses. 

If  such  a  classification  exists  there  must  be  at  least  one  account 
with  each  class.  Of  course,  several  accounts  may  be  kept  with  each 
of  these  subdivisions.  For  the  sake  of  simplicity  it  will  be  assumed 
for  the  present  that  only  one  account  will  be  kept  with  each  class  of 
expense.    The  more  detailed  accounts  will  be  introduced  later. 
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Buying  Expenses 

The  purpose  of  the  Buying  Expenses  account  is  to  show  the 
expenses  incurred  in  the  purchase  of  merchandise.  In  a  store  which 
does  not  have  one  or  more  buyers  to  devote  their  entire  time  to  the 
purchase  of  merchandise,  this  function  may  be  performed  by  the 
owner,  manager  or  other  executive  of  the  business.  In  this  case  the 
proportionate  part  of  the  salary  of  the  person  who  performs  the 
duties  of  the  buyer  should  be  treated  as  a  buying  expense.  Sim- 
ilarly, the  estimated  number  of  hours  a  week  given  by  any  member 
or  members  of  the  office  force  to  buying  should  be  charged  to  this 
account.  This  account  should  also  be  charged  with  traveling  ex- 
penses of  buying  trips  and  other  miscellaneous  buying  expenses. 

The  debits  and  credits  to  this  account  are  as  follows : 

Buying  Expenses 

Debit:  I;  Credit: 

With  all   expenses   incurred   in  the  !■      With  any  adjustments  which  reduce 
purchase  of  merchandise.  the  amounts   debited  to   this   ac- 

count. 

The  balance  of  this  account  shows  the  expenses  incurred  in  the 
purchase  of  merchandise  and  is  shown  on  the  Statement  of  Profit 
and  Loss  as  an  operating  expense. 


Selling  Expenses 

The  purpose  of  the  Selling  Expenses  account  is  to  show  the 
expenses  incurred  in  the  sale  of  merchandise.  The  wages  and  other 
remunerations  of  sales  persons,  order-takers,  and  all  others  engaged 
in  selling  should  be  treated  as  selling  expense.  If  it  is  the  duty  of 
some  executive  to  supervise  the  sales  department  of  the  business, 
his  salary  should  also  be  charged  to  this  account.  Expenditures  for 
advertising  purposes,  such  as  space  in  the  newspapers,  periodicals, 
space  on  the  street  cars  and  billboards,  circulars  and  postage  there- 
on, advertising  novelties,  charitable  donations,  window  display,  etc.. 
should  be  treated  as  part  of  selling  expense.  Such  expenses  may  be 
charged  to  an  advertising  account,  but  if  so,  they  should  be  added 
to  the  other  selling  expenses  in  arriving  at  the  total  sales  expense 
of  the  business.  In  addition  to  the  above,  the  cost  of  wrapping 
paper,  cartons,  twine,  salesmen 's  order  books,  and  all  other  items  of 
direct  selling  expense  should  be  charged  to  this  account. 
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The  debits  and  credits  to  this  accounts  are  as  follows : 

Selling  Expenses 


Debit: 
All  expenses  incurred  in  connection 
with  the  sales  of  merchandise. 


Credit: 
With  any  adjustments  which  reduce 
the   amounts   debited   to   this   ac- 
count. 


The  balance  of  this  account  shows  the  expenses  incurred  in  the 
sale  of  merchandise  and  is  shown  on  the  Statement  of  Profit  and 
Loss  as  an  operating  expense. 

Accounts  with  Delivery  and  Drayage  Expense 

In  every  mercantile  business  there  are  certain  expenses  incurred 
in  connection  with  the  local  transportation  of  merchandise.  In  a 
retail  business  the  goods  purchased  must  be  transported  from  the 
railroad  depot  to  the  warehouse  of  the  business.  Such  transporta- 
tion may  be  performed  by  the  business  itself  or  it  may  employ 
others  to  do  it.  In  either  case  expenses  are  incurred.  These  ex- 
penses— usually  known  as  drayage — constitute  a  part  of  the  cost 
of  the  merchandise  and  are  added  to  the  invoice  price  in  arriving 
at  the  cost  of  the  goods  sold. 

In  addition,  the  retail  business  usually  incurs  certain  expenses 
in  connection  with  the  delivery  of  goods  sold  to  customers.  This 
expenditure  constitutes  an  operating  expense  and  may  be  shown 
on  the  accounting  reports  as  a  separate  item  or  as  a  subdivision  of 
selling  expense. 

In  a  wholesale  business  certain  expenses  are  incurred  in  connec- 
tion with  the  transporting  of  merchandise  from  the  railroad  depot 
to  the  warehouse  of  the  business.  As  in  the  case  of  the  retail  busi- 
ness, these  expenses — known  as  drayage  expenses — constitute  a  part 
of  the  cost  of  the  goods  purchased.  The  wholesale  company  also 
incurs  expenses  in  connection  with  the  transporting  of  goods  sold 
from  its  warehouse  to  the  railroad  depot.  As  in  the  case  of  the 
delivery  expenses  in  the  retail  business,  these  expenses — by  what- 
ever name  known — constitute  a  selling  expense.  Sometimes  the 
wholesale  company  uses  the  same  equipment  to  deliver  goods  to  the 
depot  and  bring  goods  from  the-  depot.  In  this  case  it  may  be 
impracticable  to  attempt  to  keep  the  cost  of  these  two  services 
separately.  In  this  case  the  total  cost  is  recorded  in  one  account 
and  at  the  end  of  the  period  it  is  allocated  on  some  rational  basis 
as  between  the  cost  of  goods  purchased  and  selling  expense. 
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In  the  following  discussion  the  term  delivery  expense  will  be  used 
to  refer  to  the  cost  of  delivering  goods  sold,  whether  these  goods 
are  delivered  directly  to  the  purchaser,  as  in  the  cage  of  the  retail 
business,  or  only  to  the  railroad  depot,  as  in  the  case  of  the  whole- 
sale business. 

The  purpose  of  the  Delivery  Expenses  account  is  to  show  the 
cost  of  delivering  merchandise  to  customers.  Wages  of  employes 
engaged  in  delivering  the  goods,  as  well  as  wages  of  any  employes 
engaged  to  assist  with  this  work,  should  be  treated  as  delivery 
expense.  In  addition,  all  stable  and  garage  expenses,  also  all  re- 
pairs, taxes,  licenses,  upkeep,  and  depreciation  on  delivery  equip- 
ment should  be  charged  to  this  account. 

The  debits  and  credits  to  this  account  are  as  follows : 

Delivery  Expenses 

Debit:  Credit: 

With    expenses   incurred    in   cornier-  I       With  any  adjustments  which  reduce 

tion  with  the  delivery  of  merchan-  |  the    amounts    debited    to   this   ac- 

dise.  count. 

The  balance  of  this  account  shows  the  cost  of  delivering  mer- 
chandise to  customers  and  may  be  shown  on  the  Statement  of  Profit 
and  Loss  as  a  separate  item  under  operating  expense,  or  it  may  be 
shown  as  a  sub-item  under  selling  expense. 

Administrative  Expenses 

The  purpose  of  the  Administrative  Expenses  account  is  to  show 
expenses  incurred  in  the  administration  and  management  of  the 
business.  The  various  items  of  expense  which  may  be  charged  to 
this  account  are  too  numerous  to  mention.  Some  of  the  most  im- 
portant, however,  are  salaries  of  the  manager,  bookkeepers,  office 
clerks,  stenographers,  and  general  office  help  not  otherwise  charged ; 
the  cost  of  stationery  of  all  sorts,  account  books,  forms,  typewriter 
supplies,  printing,  postage,  and  depreciation  on  office  equipment, 
the  expenses  of  insurance  on  stock  and  store  equipment  as  well  as 
taxes  on  the  same,  the  cost  of  heat,  light,  repairs,  depreciation  on 
store  equipment,  and  other  miscellaneous  items  are  usually  charged 
to  administrative  expenses. 

The  debits  and  credits  to  this  account  are  as  follows: 

Administrative  Expenses 


Debit: 
With  all   expenses  incurred  in   con- 
nection   with    the    administration 
and  management  of  the  business. 


1  Credit: 

'  With  any  adjustments  which  reduce 

|  the   amounts    debited   to  this  ac- 

I  count. 
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The  balance  of  this  account  shows  the  cost  of  the  administration 
and  management  of  the  business  and  is  shown  as  an  operating  ex- 
pense on  the  Statement  of  Profit  and  Loss. 

Non-Operating  Income  and  Expenses 

In  addition  to  the  operating  income  which  the  business  receives 
through  the  sale  of  its  merchandise  it  frequently  receives  some  non- 
operating  income  from  miscellaneous  sources.  The  principal  items 
of  such  income  are  interest  and  sales  discount.  In  the  same  man- 
ner every  business,  in  addition  to  such  operating  expenses  as  are 
discussed  in  the  foregoing  paragraphs,  incurs  certain  non-operating 
expenses.  Interest  paid  and  sales  discount  are  two  expenses  of  this 
kind  which  occur  frequently.  The  accounts  necessary  to  record  these 
items  of  non-operating  income  and  non-operating  expense  will  be 
discussed  in  the  following  paragraphs. 

Interest 

Interest  may  be  defined  as  the  charge  made  for  the  use  of  money. 
A  business  of  material  size,  as  previously  explained,  is  often  required 
to  borrow  money  from  the  bank  in  order  to  finance  its  operations. 
In  return  for  the  use  of  this  money,  the  business  is  required  to  pay 
the  bank  a  certain  amount  which  is  usually  stated  as  a  certain  per 
cent,  of  the  amount  borrowed.  For  instance,  if  $100.00  is  borrowed 
for  one  year  at  the  rate  of  six  per  cent,  interest,  there  will  be  due 
at  the  end  of  the  year  $106.00,  representing  the  $100.00  originally 
borrowed  which  is  known  as  the  principal  and  $6.00  which  is  com- 
pensation for  the  use  of  $100.00  for  one  year,  and  is  known  as 
interest.  It  will  be  noticed  that  the  $6.00  is  paid  for  the  use  of  the 
$100.00  for  one  year.  If  it  is  not  used  for  one  year,  but  only  for  a 
part  thereof,  the  amount  of  interest  is  reduced  proportionately.  For 
instance,  if  the  $100.00  is  borrowed  at  six  per  cent,  for  six  months, 
the  interest  will  be  $3.00  and  if  for  three  months  $1.50. 

In  most  businesses  the  principal  transactions  with  interest  are 
those  between  the  business  and  the  bank  from  which  money  is  bor- 
rowed. However,  notes  may  be  given  by  the  business  to  creditors 
on  which  interest  is  paid  and  notes  may  be  rec.eived  from  customers 
on  which  interest  is  received.  It  will  be  seen,  therefore,  that  from 
the  viewpoint  of  a  particular  business,  interest  may  be  classified  as 
interest  paid  and  interest  received.  By  referring  to  the  Statement 
of  Profit  and  Loss  given  in  a  previous  chapter,  it  will  be  seen  that 
interest  is  so  classified  on  this  report.    The  interest  received  being 


Digitized  by 


Googk 


312 


Bookkeeping  and  Accounting 


shown  as  an  item  of  non-operating  income  and  interest  paid  as  an 
item  of  non-operating  expense.  It  will  be  necessary,  therefore,  to 
have  two  accounts  with  interest:  one  showing  the  interest  paid; 
the  other,  the  interest  received. 


Interest  Paid  Account 

The  purpose  of  the  Interest  Paid  account  is  to  show  the  amount 
paid  to  those  from  whom  money  is  borrowed  for  the  use  of  the 
money  borrowed  or  owed  by  the  business. 

The  debits  and  credits  to  this  account  are  as  follows : 

Interest  Paid 


Debit: 

With  all   amounts   paid  as  interest. 


Credit  : 
With  any  adjustments  which  reduce 
the   amounts    debited    to   this   ac- 
count. 


The  balance  of  this  account  shows  the  total  amount  paid  as 
interest  and  is  shown  on  the  Statement  of  Profit  and  Loss  as  a  non- 
operating  expense  under  the  heading  of  ' 'Deductions  from  Income." 

Interest  Received  Account 

The  purpose  of  the  Interest  Received  account  is  to  show  the 
amount  received  from  others  in  return  for  money  loaned  them  or 
owed  by  them. 

The  debits  and  credits  to  this  account  are  as  follows: 

Interest  Received 


Debit  : 
With  any  adjustments  which  reduce 
the  amounts   credited   to   this   ac- 
count. 


Credit: 
With    all    amounts    received    as    in- 
terest. 


The  balance  of  this  account  shows  the  amount  of  interest  re- 
ceived by  the  business  and  is  shown  as  a  non-operating  income  on 
the  Statement  of  Profit  and  Loss  under  the  heading  of  "Other 
Income. ' ' 

Sometimes  interest  is  paid  or  collected  in  advance.  For  instance, 
if  Brown  &  Smith  desire  to  borrow  money  from  the  bank,  they 
may  execute  a  note  to  the  bank  by  which  they  promise  to  pay  $500.00 
in  two  months.  If  the  rate  of  interest  on  which  they  and  the  bank 
agree  is  six  per  cent.,  the  bank  may  calculate  the  interest  on  $500.00 
for  two  months,  which  amounts  to  $5.00,  and  subtract  this  from 
the  face  of  the  note  for  $500.00  and  give  Brown  &  Smith  the 
remainder,   or   $495.00.     In    this   case,   interest   has   been   paid   in 
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advance,  since  the  bank  received  a  $500.00  note  from  Brown  & 
Smith  and  gave  them  in  return  for  it  but  $495.00.  Interest  paid 
in  advance  is  sometimes  known  as  discount  and  may  be  shown  in 
a  separate  account  by  that  name.  It  is  interest  just  the  same  as  if 
it  were  not  paid  until  the  note  were  due.  So  it  seems  that  little 
purpose  is  served  by  recording  it  in  a  separate  account. 

The  rate  of  interest  charged  is  a  matter  of  considerable  impor- 
tance and  varies  somewhat  between  localities  and  at  different  times 
in  the  same  locality.  To  prevent  unreasonable  charges  for  the  use 
of  money,  most  of  the  states  have  enacted  laws  fixing  the  rate  that 
may  be  collected.  This  is  termed  the  legal  rate.  Some  states  pro- 
vide that  a  higher  rate  than  the  legal  rate  may  be  collected  if  men- 
tioned in  the  contract.  This  is  termed  the  contract  rate.  These 
rates  vary  from  state  to  state  and  the  student  must  consult  the  laws 
of  his  own  state  in  order  to  determine  what  they  are. 

Accounts  with  Merchandise  Discount 

It  is  a  business  custom  to  offer  a  discount  or  deduction  on  the 
invoice  price  on  many  lines  of  merchandise  for  the  prompt  payment 
of  the  obligation  incurred  by  its  purchase.  For  instance,  H.  6.  Gooch 
&  Co.  may  sell  $1,000.00  of  merchandise  to  H.  L.  Cohagen  &  Co. 
with  the  agreement  that  payment  is  to  be  made  within  thirty  days, 
but  that  two  per  cent  may  be  deducted  from  the  face  of  the  invoice 
if  payment  is  made  within  ten  days.  Consequently,  if  H.  L.  Cohagen 
&  Co.  pay  H.  G.  Gooch  &  Co.  $980.00  within  ten  days,  the  obligation  is 
satisfied.  The  $20.00  deduction  from  the  invoice  price  allowed  for 
prompt  payment  is  termed  merchandise  discount.  Discount  is  indi- 
cated usually  on  the  invoice,  being  shown  in  abbreviated  form.  In 
the  above  illustration  the  discount  may  be  shown  thus :  2/10,  n/30. 
This  indicates  that  a  discount  of  two  per  cent  will  be  allowed  for 
payment  within  ten  days,  and  if  it  is  not  paid  within  that  time,  the 
invoice  is  "net";  that  is,  that  the  total  amount  of  the  invoice,  is  to 
be  paid  within  thirty  days. 

As  previously  stated,  there  is  a  difference  of  opinion  as  to  the 
nature  of  merchandise  discount  and  as  to  how  it  should  be  shown 
on  the  reports,  but  it  is  not  advisable  to  enter  into  this  controversy 
here.  For  the  present,  discount  on  purchases  will  be  regarded  as 
other  income  and  discount  on  sales  will  be  regarded  as  a  deduction 
from  income. 

Although  discount  on  purchases  and  discount  on  sales  are  both 
termed  merchandise  discount  they  should  not  be  recorded  in  the 
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same  account,  as  is  sometimes  done.  If  they  are  recorded  in  one 
account  and  the  difference  between  the  two  shown  on  the  Statement 
of  Profit  and  Loss,  statistics  of  importance  are  concealed.  The 
total  amount  saved  by  taking  discount  on  purchases  is  not  shown; 
neither  is  the  nature  of  the  trade  customers  as  indicated  by  the 
discount  taken  on  sales.  To  know  the  excess  of  sales  discount  over 
purchases  discount,  or  vice  versa,  really  means  nothing.  It  is  the 
separate  statistics  which  are  valuable.  Consequently,  two  accounts, 
termed  Purchases  Discount  and  Sales  Discount  accounts,  should  be 
kept. 

Purchases  Discount  Account 

The  purpose  of  the  Purchases  Discount  account  is  to  show  the 
total  deductions  allowed  for  prompt  payment  of  obligations  owed 
by  the  business.  These  deductions  are  made  according  to  the  terms 
on  the  invoices. 

The  debits  and  credits  to  this  account  are  as  follows : 

Purchases  Discount 


Debit: 
With  any  adjustments  which  reduce 
the  amounts  credited  to  this  ac- 
count. 


Credit: 
With   all    cash    discounts    taken   in 
accordance  with  the  terms  offered 
by  creditors. 


The  balance  of  this  account  is  the  total  cash  discounts  on  pur- 
chases and  is  shown  on  the  Statement  of  Profit  and  Loss  as  a  non- 
operating  income  under  the  heading  of  " Other  Income.' ' 

Sales  Discount  Account 

The  purpose  of  the  Sales  Discount  account  is  to  show  the  total 
deductions  made  by  customers  for  prompt  payment  of  invoices. 
These  deductions  are  governed  by  the  agreement  between  the  pur- 
chaser and  the  seller  as  shown  by  the  terms  on  the  invoice. 

The  debits  and  credits  to  this  account  are  as  follows : 

Sales  Discount 


Debit: 
With  all  discount  taken  by  customers 
within   the   terms  of   the  invoices 
rendered  them. 


Credit  : 
With  any  adjustments  which  reduce 
the   amounts    debited   to   this  ac- 
count. 


The  balance  of  this  account  is  the  total  cash  discounts  on  sales 
and  is  shown  on  the  Statement  of  Profit  and  Loss  as  a  non-operating 
expense  under  the  heading  of  " Deductions  from  Income/' 
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QUESTIONS  FOR  CLASS  DISCUSSION 

1 

You  are  requested  by  the  James  Mercantile  Company  to  pre- 
pare a  list  of  the  accounts  which  the  company  should  maintain  with 
operating  expenses.  What  information  would  you  desire  to  obtain 
before  preparing  this  list? 

2 

What  are  the  principal  operations  of  a  mercantile  store  t  What 
effect  do  the  operations  which  it  performs  have  on  its  operating 
expense  accounts! 

3 

Mr.  Wiel  makes  a  trip  to  Chicago  to  buy  goods  for  his  store. 
How  should  the  expenses  of  this  trip  be  recorded  in  the  records  of 
Mr.  Wielt 

4 

Give  ten  items  of  expense  which  may  be  treated  as  selling 
expenses. 

5 

The  Hodge  Dry  Goods  Co.  have  certain  delivery  equipment 
which  they  employ  principally  in  delivering  merchandise  to  cus- 
tomers. They  also  use  the  same  equipment  to  some  extent  in  haul- 
ing merchandise  purchased  from  the  railroad  depot  to  its  ware- 
house. All  expenses  in  connection  with  the  delivery  equipment,  as 
well  as  the  wages  of  the  drivers,  are  charged  to  the  Delivery  Expense 
account.  At  the  end  of  the  fiscal  period  this  account  shows  a  balance 
of  $3,600.00.  It  is  estimated  that  one-tenth  of  this  expense  was 
incurred  in  connection  with  merchandise  purchased.  Explain  the 
entries  which  should  be  made  in  connection  with  this  account  at  the 
end  of  the  fiscal  period  and  also  explain  how  this  expense  should  be 
shown  on  the  Statement  of  Profit  and  Loss. 

6 

State  the  principal  items  of  expense  which  should  be  treated  as 
administrative  expenses. 

7 

At  the  end  of  the  fiscal  period  it  is  estimated  that  delivery  equip- 
ment has  depreciated  $100.00  and  that  the  store  building  has  depre- 
ciated $500.00.  Explain  how  these  items  should  be  shown  in  the 
accounts  and  on  the  reports. 
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8 
Explain  and  illustrate  the  meaning  of  non-operating  income  and 
non-operating  expense. 

9 
Give  two  illustrations  of  each  of  the  above  which  occur  fre- 
quently and  give  a  transaction  from  which  each  would  result. 

10 
James  King  borrows  $500.00  from  his  bank  for  six  months  with 
interest  at  six  per  cent.,  payable  at  the  end  of  the  six  months.    Ex- 
plain the  entries  which  would  be  made  on  King's  records  at  the 
time  the  loan  is  secured  and  at  the  time  of  payment. 

11 

Assume  that  in  the  foregoing  case  King  discounts  at  six  per  cent, 
his  six-month  note  for  $500.00,  and  pays  the  bank  $500.00  in  settle- 
ment thereof  at  the  end  of  the  six  months.  Give  the  entries  to  be 
made  on  King's  records  at  the  time  the  note  is  discounted  and  at 
the  time  of  payment. 

12 

James  Arnold  purchases  $600.00  of  merchandise,  terms  net  30 
days.  At  the  end  of  the  30  days  in  order  to  obtain  an  extension  of 
time  he  gives  the  business  his  60-day  note  with  interest  at  six  per 
cent.  At  the  end  of  the  60  days  he  pays  the  note  and  interest.  Give 
the  entries  required  at  the  time  of  the  sale,  when  the  note  is  received 
and  when  the  note  and  interest  are  paid. 

13 
Explain  and  illustrate  the  meaning  in  connection  with  interest 
of  the  legal  rate  and  of  the  contract  rate.    What  is  the  legal  rate  and 
the  contract  rate  in  your  state! 

14 
A  sale  of  $600.00  of  merchandise  is  made  to  H.  B.  Harvey,  terms 
2/10,  n/30.     Harvey  pays  his  account  within  the  discount  period. 
Give  the  entries  necessary  at  the  time  of  the  sale  and  at  the  time 
of  the  payment. 

15 
$800.00  of  merchandise  is  purchased  from  R.  L.  Todd,  terms 
1/10,  n/30.    Payment  is  made  within  the  discount  period.    Give  the 
entries  necessary  to  record  the  purchase  and  the  payment. 


Digitized  by 


Googk 


Construction  and  Interpretation  of  Accounts  317 

LABORATORY  MATERIAL 

Exercise  No.  88 

The  expenses  of  C.  M.  Wells,  retail  merchant,  during  the  month 
of  April,  as  shown  by  his  check  stubs,  are  as  follows : 

1.  Salaries  of  sales  clerks $100.00 

2.  Salary  of  stenographer 15.00 

3.  Office  boy 6.00 

4.  Repairs  on  delivery  truck 14.00 

Gasoline  for  delivery  truck 2.80 

6.  Repairs  on  typewriter 1.60 

7.  Repairs  on  adding  machine 3.40 

8.  Traveling  expenses  of  Mr.  Wells  on  buying 

trip 68.70 

9.  Telephone  bill 6.80 

10.  Telegrams  and  long  distance  calls  on  pur- 

chasing goods 6.40 

11.  Gasoline  for  delivery  truck 3.40 

Repairs  on  office  furniture  and  fixtures  .    .  1.40 

13.  Salaries  of  sales  clerks 200.00 

14.  Salary  of  delivery  man 32.00 

15.  Gasoline  for  delivery  truck 2.70 

16.  Advertising  circulars \     .     .  40.00 

17.  Paid  for  distributing  circulars 8.00 

18.  Salary  of  stenographer     .     .    • 15.00 

Janitor 15.00 

20.  Errand  boy  (Sales  Dept.) 1.20 

21.  Light  for  store 3.90 

22.  Commissions  of  sales  clerks 120.00 

23.  Gasoline  for  delivery  truck 2.90 

24.  Salaries  of  sales  clerks 200.00 

25.  Delivery  man 32.00 

Office  boy 12.00 

27.  Rent 100.00 

Instructions:    Open  the  following  accounts: 

a.  Buying  Expense. 

b.  Selling  Expense. 

c.  Delivery  Expense. 

d.  Administrative  Expense. 
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Record  the  expenses  of  Wells  in  these  accounts.  All  credits  will 
be  to  the  Cash  account  and  it  may  be  assumed  that  there  is  a  suf- 
ficient cash  balance  to  meet  these  expenditures.  Cash  account  not 
required. 

Exercise  No.  89 

W.  C.  Eaton  operates  a  small  general  merchandise  store.  He  has 
only  one  Operating  Expense  account.  The  following  is  a  copy  of 
this  account  for  the  first  eight  days  of  May: 

Expenses 


May     1 


Sales  Salaries 

$25.00 

Errand  Boy 

5.00 

Repairs    to    Delivery 

Wagon 

8.00 

Interest  Paid  on  Note 

due  to  X.  National 

Bank 

7.00 

Janitor 

15.00 

Rent  for  Month 

80.00 

Newspaper  Advt. 

8.00 

Traveling      Expenses 

to  Chicago  to  Buy 

Goods 

10.00 

Interest  Paid  on  Note 

Payable    to   W.   C. 

May 

4.00  : 

Repairs   on    Furn.    & 

i 

Fix. 

6.00 

Handbills  Printed 

4.60 

Paid  Boys  to  Distrib- 
ute  Handbills 

I 

1.90  ! 

Sales   Salaries 

25.00 

Errand  Boy 

5.00 

Stenographer 

12.00 

Interest      on       Note 

Payable   to    C.   W. 

Banks 

5.60 

Light   Bill 

2.80 

Gas   Bill 

4.20 

Repairs      on      Type- 

writer 

.75 

Stationery   for   Office 

8.60 

Veterinary     Bill     for 

Sick      Delivery 

Horse 

5.40 

Instructions:  1.  Open  the  accounts  which  Mr.  Eaton  should 
maintain  to  record  the  transactions  now  recorded  in  the  one  account. 

2.  Record  the  items  given  in  foregoing  account  in  the  proper 
accounts. 
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Exercise  No.  00 

The  following  are  a  part  of  the  transactions  of  J.  M.  Clark  for 
the  month  of  May: 

May  1.  Invests  $10,000.00  in  cash. 

Purchases  lot  and  building  for  $6,000.00  (lot  $2,000.00, 
building  $4,000.00). 

2.  Purchases  furniture  and  fixtures  for  cash,  $595.00. 
Pays  for  drayage  on  furniture  and  fixtures,  $5.00. 

3.  Pays  for  repairs  to  building,  $150.00. 

4.  Purchases    from    Jones    Wholesale    Co.,    merchandise, 

$600.00,  terms  2/10,  n/30. 

5.  Purchases    from    King    Mercantile    Co.,    merchandise, 

$840.00,  terms  1/10,  n/60. 
Returns  to  Jones  Wholesale  Co.,  damaged  merchandise, 
$20.00. 

7.  Sells  to   Cline   &  Elliott,  merchandise,   $400.00,   terms 

1/10,  n/30. 

8.  Pays  for  construction  of  an  additional  room  to  building 

to  be  used  as  a  warehouse,  $800.00. 

10.  Pays  American  Railway  Co.,  for  freight  on  merchandise 

purchased,  $98.00. 

11.  Cline  &  Elliott  return  $20.00  goods  shipped  them  on 

May  7th. 

12.  Sells  Jones  &  Torr,  merchandise,  $450.00,  terms  1/10, 

n/30. 
Pays  Jones  Wholesale  Co.,  for  invoice  of  May  4th,  less 

discount. 
Purchases  from  Hill  Mfg.  Company,  merchandise,  $1,- 

600.00,  terms  2/10,  n/30. 

14.  Pays  King  Mercantile  Co.,  for  invoice  of  May  5th,  less 

discount. 

15.  Pays  freight  on  purchases,  $22.00. 

16.  Sells  the  McGee  Mercantile  Co.,  merchandise,  $700.00, 

terms  1/10,  n/60. 

17.  Receives  from  Cline  &  Elliott  payment  of  invoice   of 

May  7th,  less  discount. 

18.  Grants  to  Jones  &  Torr  an  allowance  of  $12.00  because 

of  defects  found  in  goods  shipped  them  on  May  12th. 
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22.  Purchases    merchandise    from    King    Mercantile    Co., 
$1,240.00,  terms  1/10,  n/60. 
Receives  from  Jones  &  Torr  payment  of  invoice  of  May 

12th,  less  discount. 
Pays  Hill  Mfg.  Company  invoice  of  May  12th,  less  dis- 
count. 
24.  Pays  freight  on  purchases,  $42.00. 

26.  Receives  from  McGee  Mercantile  Co.  payment  of  invoice 
of  May  16th,  less  discount. 
Sells  Cline  &  Elliott,  merchandise,  $1,600.00,  terms  2/10. 
n/30. 

28.  Purchases    from    Jones    Wholesale    Co.,    merchandise, 

$1,340.00,  terms  1/10,  n/60. 

29.  Pays  freight  on  purchases,  $32.00. 

30.  Jones  Wholesale  Co.  grant  an  allowance  of  $21.00  be- 

cause of  defective  goods  received  in  the  purchase  of 
May  28th. 

Instructions:     1.  Construct  the  accounts  necessary  to   record 
these  transactions. 

2.  Take  a  Trial  Balance. 
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CONTEOLUNG  ACCOUNTS 

Purpose  of  Controlling  Accounts 

In  a  mercantile  business  there  are  a  great  many  transactions 
with  sales  and  purchases.  Most  of  these  sales  and  purchases  are  on 
account,  and  in  order  to  keep  a  record  of  the  amount  due  from 
customers  and  due  to  creditors  it  is  the  usual  practice  to  have  an 
account  with  each  person  or  firm  from  whom  goods  have  been  pur- 
chased or  to  whom  goods  have  been  sold.  If  these  individual  ac- 
counts with  customers  and  creditors  are  placed  in  the  general 
ledger  the  majority  of  the  accounts  which  it  contains  are  with 
creditors  and  customers.  In  order  to  provide  for  the  payment  of 
creditors  and  the  collections  from  customers  these  separate  accounts 
are  necessary,  but  from  the  viewpoint  of  the  accounting  reports 
it  is  only'  the  total  due  that  is  of  importance.  Consequently,  it  is 
customary  to  show  accounts  receivable  and  payable  as  totals  on  the 
Balance  Sheet  and  similar  reports. 

The  Trial  Balance,  however,  is  a  summary  of  the  debits  and 
credits  of  all  the  ledger  accounts,  so  if  individual  accounts  with 
customers  and  creditors  are  kept  in  the  ledger  it  is  necessary  to 
list  each  of  these  on  the  Trial  Balance.  This  is  apt  to  make  the 
Trial  Balance  exceedingly  lengthy  and,  since  there  are  very  fre- 
quent and  numerous  postings  to  these  accounts,  errors  are  apt  to 
be  made  which  will  prevent  the  obtaining  of  the  Trial  Balance.  In 
order  to  eliminate  these  difficulties  it  is  customary  to  set  up  on  the 
ledger  an  Accounts  Receivable  account,  which  shows  the  total  due 
from  customers,  and  an  Accounts  Payable  account,  which  shows 
the  total  due  to  creditors,  and  to  keep  in  a  separate  ledger  the 
accounts  with  the  individual  customers  and  creditors.  The  balance 
of  the  account  in  the  general  ledger  must,  of  course,  always  equal 
the  sum  of  the  balances  of  all  the  individual  accounts  kept  in  the 
separate  or  subsidiary  ledger.  On  the  Trial  Balance  only  the  totals 
as  shown  by  the  accounts  in  the  general  ledger  are  used. 

Accounts  like  the  Accounts  Receivable  and  Accounts  Payable 
accounts,  as  above  explained,  are  known  as  controlling  accounts. 
A  controlling  account  may  be  said  to  be  an  account  which  shows 
in  total  what  is  shown  in  detail  in  other  accounts.    It  is  the  purpose 
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of  this  chapter  to  explain  the  use  of  the  Accounts  Receivable  and 
Accounts  Payable  accounts  as  controlling  accounts. 

The  Accounts  with  Customers 

All  sales  for  which  it  is  desired  to  debit  customers'  accounts  are 
recorded  in  the  sales  journal.  In  some  businesses  this  includes  all 
sales,  but  in  a  retail  business  cash  sales  may  be  recorded  in  the 
cash  book  only.  If  a  controlling  account  is  not  kept  with  accounts 
receivable,  when  the  sales  journal  is  posted  each  customer  is  debited 
for  the  amount  of  his  purchase  and  the  Sales  account  is  credited 
for  the  total.  To  illustrate  this  method  it  may  be  assumed  that 
John  Brown,  wholesale  merchant,  has  made  the  following  sales: 

May  1.  James  Arnold,  2/10,  n/30 $340.00 

2.  Henry  James,  1/10,  n/30 285.00 

3.  B.  A.  Griswold,  1/20,  n/60 385.00 

4.  H.  P.  King,  1/10,  n/60 460.00 

5.  J.  W.  Baker,  1/20,  n/60 760.00 

6.  L.  S.  Lyon,  1/10,  n/30 540.00 

7.  G.  B.  Crawford,  2/10,  n/30     ....  438.00 
M.  B.  Long,  n/30 370.00 


These  transactions  may  be  recorded  in  a  sales  journal  as  follows : 

May,  19a 


James  Arnold 
Henry  James 
B.  A.  Griswold 
H.  P.  King 
J.  W.  Baker 
L.  S.  Lyon 
O.  B.  Crawford 
M.  B.  Long 

Sales  Credit 


St.  Louis,  Mo. 
New  York 
Fork  Smith,  Ark. 
Kansas  City,  Mo. 
Cincinnati,  O. 
Chicago,  111. 
Kansas  City,  Mo. 
Wichita,  Kan. 


2/10, 
1/10, 
1/20, 
1/10, 
1/20, 
1/10, 
2/10, 


n/30 
n/30 
n/60 
n/60 
n/60 
n/30 
n/30 
n/30 


1 
2 
3 
4 
5 
6 
7 
8 


340 
285 
385 
460 
760 
640 
438 
370 


3,578  00 


00 
00 
00 
00 
tt> 
00 
10 

00 


When  these  entries  are  posted,  the  ledger  accounts  affected 
thereby  will  appear  as  follows : 

James  Arnold 

Mav  111  ",l  340f00~ 


May     2 


Henry  James 


285  00 
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May  1  3    1 

1   II  385l°°  111         I    li 

H.  P.  King 

" 

May  1  4    1 

1          ll  460  00  II             II 

1          II               ||             1        1 

J.  W.  Baker 

11 

May  1  5    1 

ll  760  00  ll            |       |                         1          ll 
L.  S.  Lyon 

May  1  6    1 

1        1  540l00  1           1      1 
6.  B.  Crawford 

I 

May  1  7    1 

1    IT!     II          1    II     1 

M.  B.  Lous 

May  1  8    1 

~T     |  37o|ool|         r   1                  III" 
Sales 

1       1 

1        1 

|  M»7 

•i 

3,578 

00 

If  the  above  method  is  followed,  it  will  be  necessary  when  the 
Trial  Balance  is  taken  to  list  each  of  the  customers'  accounts  sepa- 
rately thereon.  When  the  Balance  Sheet  is  made  it  will  be  neces- 
sary to  add  all  the  individual  items  appearing  on  the  Trial  Balance 
in  order  to  obtain  the  total  of  accounts  receivable.  If,  however,  a 
controlling  account  with  Accounts  Receivable  is  opened  in  the 
ledger,  the  total  due  from  customers  as  shown  by  the  sales  journal 
will  be  debited  to  the  Accounts  Receivable  account  at  the  time  that 
the  Sales  account  is  credited.  In  the  above  example  the  accounts 
on  the  main  ledger  would  appear  as  follows  : 

Accounts  Receivable 


May     8 


3,578  00 


Saks 


May     8 
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Thus,  it  will  be  necessary  to  place  on  the  Trial  Balance  but  the 
one  item  of  accounts  receivable  which  will  represent  the  total  due 
from  all  customers.  Of  course,  a  separate  account  with  each  cus- 
tomer will  be  maintained  in  a  subsidiary  ledger  known  as  the 
customers'  or  sales  ledger.  The  individual  items  shown  in  the  sales 
journal  will  be  posted  to  this  ledger,  but  this  posting  will  have  no 
effect  on  the  main  ledger  or  the  accounting  reports. 

From  the  above  illustration  it  can  be  seen  how  the  controlling 
account  with  Accounts  Receivable  can  be  made  to  show  the  total 
due  from  customers  by  debiting  it  with  the  total  of  the  sales  re- 
corded in  the  sales  journal.  It  will  be  realized,  however,  that  pay- 
ments are  made  by  customers  which  reduce  the  amount  which  they 
owe  and  that  these  payments  must  be  credited  to  the  Accounts 
Receivable  account  and  to  the  customers'  individual  accounts  in 
order  that  these  accounts  may  show  the  balance  due.  The  money 
received  from  customers  to  apply  on  account  is  entered  on  the  debit 
side  of  the  cash  book,  and  a  separate  entry  is  made  for  each  such 
receipt.  When  the  cash  book  is  posted,  it  is  necessary  to  post  each 
separate  item  to  the  credit  of  the  customer  from  whom  received. 
It  is  also  possible  to  post  each  item  separately  to  the  credit  of  the 
.  controlling  account  with  Accounts  Receivable.  This,  however,  would 
necessitate  the  posting  of  each  entry  with  cash  received  from  cus- 
tomers twice — once  to  the  customers'  ledger  and  once  to  the  con- 
trolling account  in  the  main  ledger.  In  order  to  eliminate  this 
double  posting  it  is  customary  to  construct  a  cash  book  which  will 
make  possible  the  posting  of  the  amount  received  from  customers 
as  a  total  to  the  credit  of  the  controlling  account.  Since  cash  re- 
ceived from  various  sources  is  recorded  on  the  debit  side  of  the 
cash  book,  it  is  necessary  to  have  a  separate  column  in  which  to 
record  cash  received  from  customers  to  apply  on  account  in  order 
to  make  possible  the  posting  of  these  amounts  as  a  total.  The  form 
of  such  a  cash  book  and  the  method  of  recording  a  few  typical 
transactions  will  be  illustrated. 

It  may  be  assumed  that  certain  of  the  customers  whose  pur- 
chases are  recorded  in  the  sales  journal  given  on  page  322,  have 
paid  as  follows : 

May  11.  James  Arnold,  invoice  5/1    ....  $333.20 

12.  Henry  James,  invoice  5/2 282.15 

14.  H.  P.  King,  invoice  5/4 455.40 

16.  L.  S.  Lyon,  invoice  5/6 534.60 

It  will  be  noticed  that  the  discount  has  been  deducted  in  each 
case ;  consequently,  the  amount  received  is  less  than  the  face  of  the 
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invoice.    On  the  debit  side  of  the  cash  book  these  transactions  may 
be  recorded  as  follows : 

Cash  Receipts 


Account*  Credited 


IteMlTfthl* 
Or. 


192 

May 


11 
12 
14 
16 


James  Arnold 
Henry  James 
H.  P.  King 
L.  S.  Lyon 


Inv.  5/1,  less  2% 
Inv.  5/2,  less  1% 
Inv.  5/4,  less  1% 
Inv.  5/6,  less  1% 


340  00 
285  00 
46000 
54000 


680 
285 
460 
540 


333  20 


282 
455 
534 


15 
40 
60 


Accounts  Receivable,  Cr. 
Sales  Discount,  Dr. 
Cash,  Dr.    I 


1,625  00 


19  65 


1,605 


35 


When  the  totals  indicated  above  are  posted,  the  accounts  in  the 
main  ledger  will  appear  as  follows : 

Accounts  Receivable 


May     8 


|J3^78|00    1 1  May 


16 


||l,625J00 


Sales  Discount 


May    16 


1966 


Cash 


May    16 


1,605  35 


In  addition  to  the  posting  of  the  totals  to  the  main  ledger  it  is 
necessary  to  post  the  individual  items  to  the  customers'  ledger. 
The  accounts  of  the  customers  to  whom  sales  were  made  as  shown 
by  the  sales  journal  on  page  322,  will  then  appear  as  follows : 


James  Arnold 


May     1 


34000      May  111 


340  00 


Mav     2 


Henry  James 


285 


00 


May  1 12 


285  00 


B.  A.  Griswold 


May     3 


385  00 
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H.  P.  Kins 


Hay  I  4    |  |  460  00       May    14  ]|  460|00 

J.  W.  .Baker 


May  I  5  |         760  00 

L.  S.  Lyon 


May  I  6    I  I       I  540J00  II  May    16 

G.  B.  Crawford 


54000 


May  I  7  |         438  00 

M.  B.  Long 


"M8 1  ~~     i  i370!00!   .i  i        r 

The  customers  now  owing  the  business  are  as  follows: 

B.  A.  Griswold $  385.00 

J.  W.  Baker 760.00 

G.  B.  Crawford 438.00 

M.  B.  Long 370.00 

Total $1,953.00 

It  can  be  readily  seen  by  comparison  that  this  total  of  the 
balances  due  from  individual  customers  as  shown  in  the  customers ' 
ledger  is  equal  to  the  balance  of  the  Accounts  Receivable  account 
as  shown  in  the  main  ledger. 

The  Accounts  with  Creditors 

The  principles  governing  the  use  of  the  controlling  account  and 
the  individual  accounts  with  creditors  are  the  same  as  those  dis- 
cussed above  in  connection  with  the  controlling  account  and  sub- 
sidiary accounts  with  customers.  The  total  due  creditors  as  shown 
by  the  purchases  journal  is  credited  to  the  Accounts  Payable  ac- 
count in  the  main  ledger,  while  the  amount  due  each  creditor  is 
posted  individually  from  the  purchases  journal  to  the  creditors'  or 
purchases  ledger.     The  amounts  paid  creditors   on   account  are 
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entered  on  the  credit  side  of  the  cash  book.  The  following  is  an 
illustration  of  the  form  of  such  a  cash  record  and  the  method  of 
recording  such  transactions  in  it: 


Cash  Payments 

Dftte 

L.P. 

Accounts  Debited 

Explanation 

Aeeoonti 

Pur. 

DUc't 

Cr. 

QaMoral 

192 

May 

11 
15 
16 
18 
20 

A.  C.  Hodge  Inv.  5/1,  less  2% 
N.  W.  Barnes  Inv.  5/5,  less  1% 
W.  H.  Spencei  Inv.  5/6,  less  2% 
H.  G.  Moulton  Inv.  4/28,  less  2% 
W.  E.  Atkins         Inv.  4/29,  less  1% 

Accounts  Parable,  Dr. 

Purchases  Discount,  Cr. 

Cash,  Cr. 

640  00 
500  00 
800  00 
320  00 
336  00 

12  80 
500 

16  00 
6  40 
3  36 

627  20 

495  00 
784  00 
313  60 
332  64 

2,596  00 

43  56 

2,552  44 

The  posting  of  the  totals  of  each  of  the  columns  in  the  above 
cash  record  is  shown  in  the  summary  at  the  bottom  of  the  illustra- 
tion. The  individual  items  are  posted  separately  to  the  debit  of 
the  creditors'  accounts  in  the  creditors'  ledger.  After  the  purchase 
journal  and  the  credit  side  of  the  cash  record  have  been  posted,  the 
sum  of  the  balances  of  the  creditors'  accounts  in  the  creditors' 
ledger  will  equal  the  balance  of  the  Accounts  Payable  account  in 
the  general  ledger. 

Miscellaneous  Transactions  Affecting  the  Accounts  Receivable  and 
Accounts  Payable  Accounts 

In  the  foregoing  discussion  it  has  been  explained  that  the  Ac- 
counts Receivable  account  is  debited  from  the  sales  journal  for  the 
amounts  due  from  customers  and  credited  through  the  cash  book 
for  their  payments,  while  the  Accounts  Payable  account  is  credited 
through  the  purchases  journal,  for  the  amount  due  creditors  and 
debited  through  the  cash  book  for  the  amount  paid  them.  The 
principal  debits  and  credits  to  these  accounts  come  from  the  sources 
above  mentioned,  but  occasionally  there  are  transactions  affecting 
these  accounts  which  can  not  be  entered  in  the  records  mentioned. 
For  instance,  a  customer  may  return  merchandise  which  he  has 
purchased  on  account  or  he  may  be  granted  an  allowance  from  the 
sales  price.  This  transaction  affects  both  the  Accounts  Receivable 
account  in  the  general  ledger  and  the  individual  account  of  the 
customer  in  the  customers'  ledger.  Such  transactions  are  usually 
recorded  in  the  journal  and  the  credit  posted  individually  to  both 
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the  general  ledger  and  the  sales  ledger.  For  instance,  if  C.  0.  Hardy 
returns  $25.00  worth  of  merchandise  and  receives  credit  therefor, 
a  journal  entry  will  be  made  as  follows : 

Sales  Returns $25.00 

C.  0.  Hardy $25.00 

The  credit  item  of  $25.00  will  be  posted  to  the  Accounts  Receiv- 
able account  in  the  general  ledger  and  also  to  C.  0.  Hardy's  account 
in  the  customers'  ledger. 

If  such  transactions  are  numerous  a  separate  column  may  be 
provided'  for  them  in  the  journal  so  the  credit  to  Accounts  Receiv- 
able account  may  be  made  a§  a  total,  or  if  they  are  very  frequent 
a  separate  journal  termed  a  sales  returned  journal  may  be  used  to 
record  them. 

In  the  same  manner  that  customers  may  return  goods  or  claim 
an  allowance  from  the  sales  price,  goods  purchased  may  be  re- 
turned to  creditors  or  an  allowance  claimed  from  the  purchase  price. 
For  instance,  $30.00  worth  of  goods  may  be  returned  for  credit  to 
Jacob  Viner,  a  creditor.  The  entry  would  be  made  in  the  journal 
as  follows: 

Jacob  Viner $30.00 

Purchases  Returns $30.00 

The  debit  item  would  be  posted  to  both  the  Accounts  Payable 
account  in  the  general  ledger  and  to  Viner 's  account  in  the  creditors' 
ledger.  If  such  transactions  are  frequent  a  separate  column  in  the 
general  journal  may  be  assigned  to  them  or  a  separate  journal, 
called  a  returned  purchases  journal,  may  be  used  to  record  them. 
For  the  present  the  general  journal  will  be  used  to  record  these 
miscellaneous  transactions  with  both  sales  and  purchases. 

It  has  been  explained  in  the  foregoing  paragraphs  that  cash 
received  from  customers  to  apply  on  account  is  entered  in  the 
cash  book  and  posted  from  this  record  to  the  controlling  account 
and  the  individual  accounts  of  the  customers.  Sometimes  customers 
give  notes  in  settlement  of  their  open  accounts  instead  of  paying 
cash.  The  note,  in  fact,  does  not  pay  their  debt,  but  it  changes  the 
form  of  this  indebtedness  from  an  oral  promise  to  a  written  promise, 
and  this  change  must  be  indicated  in  the  records,  for  on  the  Bal 
ance  Sheet  customers'  oral  promises  are  recorded  as  accounts  re- 
ceivable and  their  written  promises  as  notes  receivable.    Therefore 
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a  record  of  each  note  received  from  a  customer  to  apply  on  account 
is  made  in  the  journal.  For  example,  if  C.  0.  Colby  gives  the  busi- 
ness a  note  for  $150.00  in  payment  of  his  account,  it  would  be 
entered  in  the  journal  as  follows :  . 

Notes  Receivable $150.00 

C.  0.  Colby $150.00 

The  credit  item  would  be  posted  to  the  Accounts  Receivable 
account  in  the  general  ledger  and  to  the  account  of  C.  0.  Colby  in 
the  customers'  ledger.  If  such  items  are  numerous,  a  separate 
column  in  the  journal  may  be  used  to  record  them  or  they  may  be 
recorded  in  a  separate  journal  called  a  notes  journal. 

In  the  same  manner  that  notes  are  received  from  customers  in 
payment  of  their  accounts,  notes  may  be  given  to  creditors  in  pay- 
ment of  the  amount  due  them.  In  this  case  a  record  must  be  made 
in  the  journal  debiting  the  creditor  and  crediting  Notes  Payable. 
If  a  note  for  $300.00  is  given  to  J.  P.  Hinkle  to  apply  on  account, 
the  journal  entry  would  be : 

J.  P.  Hinkle $300.00 

Notes  Payable $300.06 

The  debit  item  will  be  posted  to  the  Accounts  Payable  account 
in  the  general  ledger  and  to  the  account  of  Hinkle  in  the  creditors' 
ledger.  If  such  accounts  are  sufficiently  frequent  a  separate  column 
in  the  journal  or  a  separate  journal  may  be  used  to  record  them. 


Proving  the  Customers'  and  Creditors'  Ledgers 

As  suggested  in  the  foregoing  discussion, '  the  total  of  the  bal- 
ances of  the  customers'  accounts,  as  shown  by  the  customers'  ledger, 
should  equal  the  balance  of  the  Accounts  Receivable  account  in 
the  general  ledger. "  In  order  to  test  this  equality  at  the  time  the 
Trial  Balance  is  made,  a  list  of  the  balances  of  the  customers'  ac- 
counts is  made  and  the  total  thereof  compared  with  the  balance 
of  the  controlling  account.  Similarly,  the  total  of  the  balances  of 
the  creditors'  accounts,  as  shown  in  the  creditors'  ledger,  should 
equal  the  balance  of  the  Accounts  Payable  account  in  the  general 
ledger,  and  this  equality  is  tested  in  the  same  manner  when  the 
Trial  Balance  is  made. 
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Advantages  of  Controlling  Accounts 

The  principal  advantages  derived  from  the  use  of  the  controlling 
accounts  discussed  above  are: 

1.  The  Trial  Balance  is  greatly  shortened,  thus  mak- 
ing it  more  useful  as  a  report. 
}  2.  The  Trial  Balance  can  be  obtained  without  refer- 
ence to  the  individual  postings  to  the  various  individual 
accounts  and  consequently  the  chance  for  errors  is 
greatly  minimized.  If  errors  are  made  in  posting  to 
the  individual  accounts,  these  can  be  found  later,  after 
the  Trial  Balance  of  the  general  ledger  is  obtained. 

3.  By  means  of  the  controlling  accounts  the  total 
due  from  customers  or  to  creditors  can  be  easily  deter- 
mined at  any  time. 

4.  There  are  usually  a  great  many  accounts  with 
customers  and  creditors  and  the  recording  of  these  in 
separate  ledgers  makes  it  possible  for  several  book- 
keepers to  post  to  these  accounts  at  one  time,  which 
would  be  impossible  if  they  were  all  in  one  record. 

5.  Usually  it  is  desirable  to  post  to  personal  accounts 
daily,  while  the  posting  to  the  general  ledger  is  made 
only  at  the  time  of  a  Trial  Balance.  This  frequent 
posting  is  facilitated  by  the  use  of  the  separate  ledgers. 

Other  Controlling  Accounts 

There  are  other  controlling  accounts  than  those  discussed  in 
this  chapter  which  are  used  in  modern  accounting  practice,  but 
the  two  given  are  those  most  frequently  used  and  for  which  there 
is  an  urgent  need  in  every  business  of  appreciable  size.  Other  con- 
trolling accounts  which  may  be  used  under  different  circumstances 
will  be  discussed  in  a  future  chapter. 
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QUESTIONS  FOB  CLASS  DISCUSSION 

1 

The  Arnold  Wholesale  Company  make  sales  on  account  to  ap- 
proximately 3,000  customers.  They  purchase  goods  on  account 
from  approximately  400  creditors.  They  have  attempted  to  keep 
a  separate  account  with  each  customer  and  each  creditor  in  thqir 
ledger.  They  find  that  this  makes  the  ledger  cumbersome  and 
causes  considerable  difficulty  in  the  making  of  the  Trial  Balance. 
Explain  a  method  which  they  might  employ  to  eliminate  these  dif- 
ficulties. 

2 

Explain  any  other  advantages  which  the  company  might  derive 
from  the  method  which  you  suggest. 

3 
Explain  to  the  bookkeeper  of  the  Arnold  Wholesale  Company  the 
proper  method  of  posting  his  sales  journal  under  the  method  which 
you  outlined  in  the  answer  to  Question  1. 

4 

The  Arnold  Wholesale  Company  have  hitherto  had  a  cash  record 
in  which  all  cash  receipts  were  recorded  in  one  column.  What 
effect  will  the  method  of  recording  purchase  and  sales  outlined  by 
the  answer  to  Question  1  have  on  this  cash  record? 

5 

If  the  company  have  recorded  their  cash  disbursements  in  the 
same  manner  that  they  recorded  their  cash  receipts,  what  effect  will 
the  new  method  have  upon  the  cash  disbursements  journal? 

6 
When  a  controlling  account  is  kept  with  Accounts  Receivable, 
explain  the  method  of  recording  and  posting  returned  sales. 

7 
When  a  controlling  account   is  kept  with  Accounts  Payable, 
explain  the  method  of  recording  and  posting  returned  purchases. 
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8 
When  controlling  accounts  are  kept  with  Accounts  Receivable 
and  Accounts  Payable,  explain  the  method  of  recording  and  posting 
notes  received  from  customers  and  issued  to  creditors  to  apply  on 
account. 

r  9 

On  the  Balance  Sheet  of  the  S.  H.  Smith  Company  accounts  re- 
ceivable are  stated  at  $9,280.00.  Explain  how  you  would  test  the 
accuracy  of  this  amount. 

10 

Explain  and  illustrate  five  advantages  which  may  be  derived 
from  the  use  of  controlling  accounts  with  Accounts  Receivable  and 
Accounts  Payable. 
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LABORATORY  MATERIAL 

Exercise  No.  91 

D.  D.  Sells  begins  business  on  June  1st,  and  installs  a  book- 
keeping system  consisting  of  a  cash  book,  purchases  journal,  sales 
journal,  and  general  journal,  as  books  of  original  entry,  and  of  a 
general  ledger,  customers'  ledger,  and  a  creditors'  ledger. 

The  following  are  a  part  of  his  transactions  for  the  month  of 
June: 

June  1.  Invests  $5,000.00  in  cash. 

Pays  one  month's  rent  in  advance,  $200.00. 
Purchases,  for  cash,  furniture  and  fixtures,  $750.00. 

2.  Purchases  merchandise  of  Morris  Wholesale  Co.,  terms 

2/10,  n/30,  $800.00. 

3.  Purchases  merchandise  of  James  Mercantile  Co.,  terms 

1/10,  n/60,  $1,600.00. 

4.  Sells  Baker  &  Crosswhite,  terms  1/10,  n/60,  merchan- 

dise, $480.00. 
Pays  freight  on  merchandise  purchased,  $47.50. 

6.  Purchases  merchandise  of  Torr  &  Co.,  terms  1/10,  n/60, 

$850.00. 

7.  Sells  L.  S.  Lyon  &  Co.,  terms  2/10,  n/30,  $840.00. 

8.  Purchases  of  A.  L.  Anderson  Co..   terms  1/10,  n/60, 

$1,450.00. 

9.  Sells  Madison  Mercantile  Co.,  terms  1/10,  n/30,  $370.00. 

10.  Pays  Morris  Wholesale  Co.,  invoice  of  June  2nd,  less 

discount. 

11.  Purchases  of  Morris  Wholesale  Co.,  terms  2/10,  n/30, 

$750.00. 
Receives  from  Baker  &  Crosswhite  payment  of  invoice 
of  June  4th,  less  discount. 
13.  Pays  James  Mercantile  Co.,  invoice  of  June  3rd,  less 
discount. 

15.  Purchases  of  Davidson  Mfg.  Co.,  terms  n/30,  $750.00. 

16.  Pays  Torr  &  Co.,  invoice  of  June  6th,  less  discount. 
Receives  from  L.  S.  Lyon  &  Co.  payment  of  invoice  of 

June  7th,  less  discount. 

17.  Returns  $30.00  of  damaged  goods  to  Davidson  Mfg.  Co., 

and  receives  credit  therefore. 
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June  18.  Pays  A.  L.  Anderson  &  Co.,  invoice  of  June  8th,  less 
discount. 
Receives  from  Madison  Mercantile  Co.,  payment  of  in- 
voice of  June  9th,  less  discount. 

20.  Sells  Madison  Mercantile  Co.,  terms  1/10,  n/30,  $800.00. 

21.  Purchases  of  James  Mercantile  Co.,  terms  1/10,  n/60, 

$1,340.00. 
Madison  Mercantile  Co.  return  $50.00  of  merchandise 
sold  them  on  June  20th,  which  they  claim  is  not 
according  to  sample. 

22.  Sells  Baker  &  Crosswhite,  terms  1/10,  n/60,  $480.00. 

23.  Purchases  of  Davidson  Mfg.  Co.,  terms  n/30,  $240.00. 

24.  Sells  Marshall  Mercantile  Co.,  terms  1/10,  n/30,  $750.00. 
Receives  from  Baker  &  Crosswhite  payment  of  invoice 

of  June  22nd,  less  discount. 

25.  Pays  Davidson  Mfg.  Co.,  invoice  of  June  15th. 
Grants  claim  of  Marshall  Mercantile  Co.  for  $12.50  be- 
cause of  damaged  goods  shipped  them  on  June  24th. 

27.  Purchases  of  Dodge  &  Co.,  terms  1/10,  n/60,  $800.00. 

28.  Sells  Johnson  &  Co.,  terms  n/30,  $450.00. 

Receives  from  Marshall  Mercantile  Co.  payment  of  in- 
voice of  June  24th,  less  credit  allowed  and  less  dis- 
count. 

29.  Purchases  of  Weil  Mfg.  Co.,  terms  n/30,  $450.00. 

30.  Sells  Case  and  Buck,  terms  n/30,  $450.00. 
Purchases  of  Adams  &  Co.,  terms  1/10,  n/30,  $650.00. 
Receives  from  Johnson  &  Co.  payment  of  invoice  of 

June  28th. 

Instructions:  1.  Rule  a  cash  book,  purchases  journal,  sales 
journal,  and  general  journal  according  to  the  forms  given  in  Chapter 
XXIV,  and  record  the  foregoing  transactions  in  these  books.  The 
investment  and  other  entries  in  the  cash  book  which  do  not  affect 
the  customers  and  creditors  accounts  are  entered  in  the  third  or 
4 ' General' '  column  in  the  cash  book. 

2.  Post  and  take  a  Trial  Balance  from  the  general  ledger  accounts. 

3.  Verify  the  customers'  and  creditors'  ledgers  by  comparison 
with  the  controlling  accounts. 
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BOOKS  OF  ORIGINAL  ENTRY 

Purpose  of  Books  of  Original  Entry 

Books  of  original  entry  are  the  records  in  which  a  preparatory 
assignment  of  debits  and  credits  is  made  for  every  business  trans- 
action. Since  it  is  not  desirable  to  enter  transactions  directly  in 
the  ledger  accounts,  a  preliminary  record  is  made  in  some  book  of 
original  entry  which  serves  as  a  posting  medium  through  which 
they  are  passed  to  the  ledger.  The  journal  with  its  various  sub- 
divisions serves  as  the  posting  medium  in  modern  accounting  prac- 
tice. Any  book  or  record,  however,  no  matter  what  its  form,  in 
which  a  transaction  is  expressed  as  a  debit  and  credit  in  such  a 
manner  that  it  can  be  posted  to  the  ledger,  is  a  book  of  original 
entry  within  the  meaning  of  the  foregoing  definition.  The  form  of 
any  particular  book  of  original  entry  will  depend  upon  the  nature 
of  the  transactions  to  be  recorded  therein  and  the  nature  of  the 
desired  classification  of  the  financial  facts  arising  as  a  result  of  these 
transactions.  It  is  good  accounting  to  vary  the  form  of  the  record 
in  any  way  possible  to  obtain  a  maximum  of  information  with  a 
minimum  of  effort. 

Subdivisions  of  the  Journal 

As  previously  explained,  it  is  possible  to  record  all  the  trans- 
actions performed  by  a  business  in  one  journal,  but  it  is  customary 
whenever  transactions  of  any  particular  kind  become  frequent  to 
record  them  in  a  separate  journal.  Thus  the  transactions  with 
purchases,  sales,  cash  receipts,  and  cash  disbursements  are  usually 
recorded  in  separate  journals.  In  some  businesses  there  are  other 
transactions  which  are  sufficiently  frequent  to  make  it  desirable  to 
have  them  recorded  in  a  separate  journal.  For  instance,  if  notes 
are  received  frequently  from  customers  in  payment  of  their  accounts 
it  may  be  desirable  to  record  them  in  a  notes  receivable  journal. 
In  the  same  manner,  if  notes  are  issued  frequently  to  creditors  in 
payment  of  accounts  it  may  be  desirable  to  have  a  notes  payable 
journal.  If  customers  frequently  return  goods  which  they  have 
purchased  it  is  expedient  to  have  a  returned  sales  journal,  and  if 
many  purchases  are  returned  to  creditors  it  is  desirable  to  have  a 

335 

Digitized  by  VjOOQLC 


336  Bookkeeping  and  Accounting 

returned  purchases  journal.    So  in  the  case  of  transactions  of  any 
kind  which  are  frequent  a  separate  journal  is  desirable. 

In  previous  chapters  the  use  of  simple  forms  of  the  general 
journal,  purchases  journal,  sales  journal,  and  cash  journal,  and  the 
method  of  recording  simple  transactions  in  them,  has  been  discussed 
and  illustrated.  It  is  the  purpose  of  this  chapter  to  show  certain 
modifications  in  these  forms  and  to  illustrate  the  recording  of  more 
complicated  transactions  in  them.  In  future  chapters  the  use  of 
the  other  forms  suggested  in  the  preceding  paragraph,  as  well  as 
additional  forms,  will  be  discussed  and  illustrated. 

Separate  Columns  in  Books  of  Original  Entry 

The  primary  purpose  of  separate  journals  is  to  provide  an 
analysis  and  classification  of  transactions.  For  instance,  transac- 
tions are  classified  as  sales  transactions,  purchases  transactions,  cash 
receipt  transactions,  cash  disbursement  transactions,  and  miscel- 
laneous transactions,  and  are  recorded  accordingly.  Sometimes, 
however,  it  is  desirable  to  have  a  further  analysis.  The  cash  receipts 
journal  provides  a  record  of  all  cash  received,  but  cash  is  received 
from  different  sources  and  it  may  be  desirable  to  have  a  classifica- 
tion of  cash  which  will  indicate  the  source  from  which  it  comes. 
As  explained  in  the  preceding  chapter,  cash  is  frequently  received 
from  customers  in  payment  of  their  accounts.  In  a  retail  business 
considerable  cash  is  usually  received  as  a  result  of  cash  sales.  In 
addition,  some  cash  may  be  received  from  miscellaneous  sources, 
such  as  interest  on  notes  of  customers,  sales  of  fixed  assets,  services 
performed  for  others,  etc.  Consequently,  it  is  frequently  desirable 
to  have  cash  receipts  classified  so  as  to  show  the  amount  received 
from  customers  in  payment  of  accounts,  the  amount  received  from 
sales,  and  the  amount  received  from  miscellaneous  sources. 

It  would,  of  course,  be  possible  to  have  three  journals  with  cash 
receipts  and  to  record  the  cash  received  from  each  source  in  a  sepa- 
rate journal.  These  transactions,  however,  are  all  alike  from  one 
viewpoint — they  all  are  cash  receipts,  and  it  is  desirable  to  have 
them  recorded  in  the  same  journal  so  the  total  cash  receipts  can  be 
easily  obtained  at  any  time  and  an  audit  of  cash  receipts  can  be 
made  readily.  This  can  be  accomplished  and  still  provide  an  analysis 
by  sources  by  introducing  separate  columns  in  the  cash  receipts 
journal  and  recording  the  cash  received  from  each  source  in  a 
separate  column.  The  total  of  each  column  will  show  at  any  time 
the  total  cash  received  from  the  source  indicated  by  the  caption  of 
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the  column.  In  addition,  there  will  be  a  column  which  will  show 
the  total  of  the  cash  received  from  all  sources.  Such  a  form  of 
record  of  cash  receipts  is  given  in  Chapter  XXIV. 

The  foregoing  discussion  of  the  cash  receipts  journal  illustrates 
the  use  and  function  of  special  columns  in  books  of  original  entry. 
In  the  same  manner  that  transactions  which  are  very  frequent  may 
be  taken  out  of  the  general  journal  and  recorded  in  a  separate 
journal,  transactions  of  any  particular  kind  which  are  recorded 
in  one  of  the  separate  journals  may  become  sufficiently  frequent  and 
important,  to  be  taken  out  of  the  general  column  of  the  separate 
journal  and  recorded  in  a  separate  column.  From  henceforth  the 
student  will  have  occasion  to  use  various  columns  in  books  of  orig- 
inal entry  as  transactions  involving  more  complicated  business  sta- 
tistics are  introduced.  The  use  of  special  columns  with  reference 
to  the  cash  journals  is  discussed  and  illustrated  in  this  chapter. 
The  use  of  special  columns  in  the  purchases  and  sales  records  will 
be  discussed  in  Chapter  XXXI. 

The  Recording  of  Purchases 

There  are  many  different  ways  of  handling  and  recording  pur- 
chases, every  concern  having  its  more  or  less  individual  methods. 
The  purchase  routine,  like  the  entire  accounting  system,  should  be 
adapted  to  the  internal  organization  of  the  particular  business  con- 
cerned. The  present  discussion,  however,  is  concerned  only  with 
the  method  of  making  the  record  of  purchases.  A  discussion  of  the 
routine  involved  in  the  making  of  the  purchase  and  the  receipt  of 
the  goods  into  stock  is  postponed  until  a  subsequent  chapter. 

Each  purchase  made  should  be  represented  by  an  invoice.  When 
the  invoice  is  received  it  should  be  verified  as  to  quantity,  terms, 
price,  and  extensions  after  which  it  is  ready  for  entry.  There  are 
various  forms  of  purchase  records  employed.  At  one  time  the  so- 
called  invoice  book  was  in  prevalent  use.  By  this  method  the  in- 
voices were  pasted  in  a  book,  three  or  four  being  placed  on  a  page, 
and  the  amount  extended  in  a  column  at  the  edge  of  the  page. 
This  eliminated  the  necessity  of  copying  the  invoice  and  thus  de- 
creased the  work  of  recording  purchases.  In  a  business,  however, 
where  many  purchases*  are  made,  the  invoice  book  soon  becomes 
quite  bulky  and  inconvenient.  The  invoices  received  are  of  various 
sizes,  which  also  causes  some  difficulty  in  adapting  them  to  the  size 
of  the  book.  Consequently,  the  invoice  book  is  little  used  at  the 
present  time.    In  some  cases  the  invoices  are  filed  in  a  loose  leaf 
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binder  and  the  postings  to  the  creditors'  accounts  made  from  the 
invoice,  while  the  postings  to  Purchases  and  Accounts  Payable  at 
the  end  of  the  month  are  made  by  totalling  all  the  invoices  in  the 
binder  which  have  been  received  during  the  month.  In  other  cases, 
the  purchases  of  merchandise  are  recorded  with  purchases  of  ex- 
penses, supplies,  and  other  commodities  in  a  record  known  as  the 
voucher  register,  which  will  be  explained  in  a  subsequent  chapter. 
A  purchase  record  which  is  simple  and  yet  in  many  businesses  is 
sufficiently  comprehensive  may  be  illustrated  by  the  following  form : 
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Illustration  No.  31 — Purchases  Journal 

The  use  of  the  columns  in  this  record  is  apparent  from  the 
headings  given. 


The  Recording  of  Cash  Purchases 

There  is  some  difference  of  opinion  as  to  the  proper  method  of 
handling  cash  purchases.  In  some  cases  they  are  entered  in  the 
cash  book  alone,  from  which  Purchases  is  debited  and  Cash  cred- 
ited. In  other  cases  they  are  entered  in  the  purchases  record  the 
same  as  purchases  on  account,  the  Purchases  account  being  debited 
and  Accounts  Payable  account  credited.  The  cash  paid  is  entered 
in  the  cash  book,  the  Accounts  Payable  account  being  debited  and 
Cash  credited.  In  most  cases  the  latter  method  is  preferable,  since 
it  requires  all  invoices  received  to  be  recorded  in  the  purchase  record 
and  therefore  leads  to  a  uniform  routine.  In  most  businesses  cash 
purchases  are  not  numerous,  so  the  extra  labor  involved  in  making 
the  two  entries  is  rather  immaterial. 
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Posting  the  Purchases  Journal 

The  credits  to  the  accounts  of  the  individual  creditors  should  be 
made  at  the  time  of  the  entry  in  the  purchases  journal.  This  is 
necessary  in  order  that  each  creditor's  account  will  show  the  amount 
due  to  him  at  any  time.  The  entry  to  the  creditor's  account  is 
often  made  from  the  invoice  instead  of  being  posted  from  the  pur- 
chases journal.  At  the  end  of  the  month,  or  whenever  the  Trial 
Balance  is  made,  the  total  of  the  " Amount' '  column  is  posted  to  the 
debit  of  Purchases  and  to  the  credit  of  Accounts  Payable. 


The  Recording  of  Sales 

Like  the  recording  of  purchases,  the  method  of  handling  and 
recording  sales  varies  somewhat,  depending  on  the  organization  and 
internal  routine  of  each  particular  business.  The  present  discussion, 
however,  is  concerned  only  with  the  method  of  making  the  record 
of  sales.  A  discussion  of  the  routine  involved  in  the  making  of  the 
sale  and  the  delivery  of  the  goods  is  postponed  to  a  subsequent 
chapter. 

Each  sale  is  usually  represented  by  an  invoice  or  sales  ticket 
and  a  copy  of  this  invoice  or  ticket  is  retained  by  the  business  mak- 
ing the  sale.  This  copy  serves  as  the  basis  of  the  entry  for  the  sale 
on  the  accounting  records.  There  are  various  forms  of  sales  records 
employed.  In  some  cases  the  copy  of  the  invoice  is  filed  in  a  loose 
leaf  binder  and  this  serves  as  a  record.  In  this  case  the  postings  to 
the  Customer's  account  in  the  Customers'  ledger  is  made  from  the 
invoice  at  the  time  of  the  sale.  At  the  end  of  the  month  the  total 
of  all  the  invoices  issued  during  the  month  is  obtained  and  debited 
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Illustration  No.  32 — Sales  Journal 
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Illustration  No.  33— Debit  Side  of  the  Cash  Book 


to  Accounts  Receivable  and  credited  to  Sales.  In  some  cases  the 
invoices  are  bound  in  book  form,  three  or  four  to  the  page,  with 
blank  pages  intervening.  By  the  use  of  a  carbon,  a  copy  of  the 
invoice  is  made  on  the  intervening  page  and  this  serves  as  a  sales 
record.  The  page  on  which  the  invoice  appears  is  perforated  so 
that  the  individual  invoice  can  be  easily  removed.  This  method  is 
convenient  if  it  is  not  desirable  to  use  the  typewriter  in  making  the 
invoice.  Since,  however,  the  typewriter  is  ordinarily  used  in  billing 
work,  this  form  of  sales  record  is  usually  not  practicable. 

A  sales  record  which  is  quite  simple,  yet  in  many  businesses  is 
sufficiently  comprehensive,  may  be  as  in  Illustration  No.  32,  page  339. 
The  use  of  the  columns  in  this  record  is  apparent  from  the  headings 
given. 

The  Recording  of  Cash  Sales 

In  a  wholesale  business  cash  sales  are  not  frequent  and  it  is 
customary  to  record  them  in  the  sales  record,  debiting  the  account 
of  the  customer  and  crediting  Sales.  The  cash  received  is  entered 
in  the  cash  book  which  debits  Cash  and  credits  the  customer,  thereby 
canceling  the  debit  made  through  the  sales  journal.  In  a  retail 
business  where  cash  sales  are  numerous  it  would  serve  no  useful 
purpose  and  be  very  burdensome  indeed  to  make  a  separate  entry 
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Illustration  No.  34 — Credit  Side  of  the  Cash  Book 

for  each  cash  sale.  Consequently,  it  is  customary  to  total  the  cash 
sales  for  the  day  and  make  an  entry  in  the  cash  record,  debiting 
Cash  and  crediting  Sales. 

Posting  the  Sales  Journal 

The  debits  to  the  accounts  of  the  individual  customers  should 
be  made  at  the  time  of  the  entry  in  the  sales  journal.  This  is  neces- 
sary in  order  that  each  customer's  account  will  show  the  amount 
due  from  him  at  any  time.  The  entry  to  the  Customer's  account  is 
often  made  from  the  invoice  instead  of  being  posted  from  the  sales 
journal.  At  the  end  of  the  month,  or  whenever  the  Trial  Balance 
is  made,  the  total  of  the  "Amount"  column  is  posted  to  the  debit 
of  Accounts  Receivable  and  to  the  credit  of  Sales. 

The  Recording  of  Cash 

As  explained  in  Chapter  XII,  the  recording  of  cash  involves  the 
use  of  two  journals,  one  for  cash  receipts,  and  one  for  cash  pay- 
ments, and  these  journals  together  constitute  the  cash  record  which 
is  frequently  termed  the  cash  book.  The  form  of  the  cash  book  will 
depend  on  the  extent  to  which  it  is  deemed  desirable  to  analyze 
cash  receipts  and  cash  disbursements.    In  most  businesses  it  is  at 
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least  necessary  to  show  the  analysis  indicated  in  Illustrations  Nos.  33 
and  34.  In  many  businesses  a  more  extensive  analysis  is  desirable. 
Other  forms  of  cash  books  will  be  illustrated  in  subsequent  chapters. 
The  use  of  the  columns  in  Illustrations  Nos.  33  and  34  should  be 
apparent  from  the  headings  and  the  entries  given  in  the  illustration. 

Posting  the  Cash  Book 

On  the  debit  side  of  the  cash  book  the  items  entered. in  the 
"Accounts  Receivable"  column  are  posted  to  the  credit  of  cus- 
tomers' account  in  the  customers'  ledger.  The  items  in  the  "Gen- 
eral" column  which  do  not  appear  in  the  "Accounts  Receivable" 
column  are  posted  to  the  credit  of  the  account  indicated  in  the 
"Account  Credited"  column.  The  total  of  the  "Accounts  Receiv- 
able" column  is  posted  to  the  credit  of  Accounts  Receivable;  the 
total  of  the  "Sales  Discount"  column  is  posted  to  the  debit  of  Sales 
Discount,  and  the  total  of  the  "General"  column  is  posted  to  the 
debit  of  Cash.  The  posting  of  these  totals  is  indicated  in  the  illus- 
tration. 

On  the  credit  side  of  the  cash  book  the  items  entered  in  the 
"Accounts  Payable"  column  are  posted  to  the  debit  of  the  Cred- 
itors' account  in  the  creditors'  ledger.  The  items  in  the  "General" 
column  which  do  not  appear  in  the  "Accounts  Payable"  column 
are  posted  to  the  debit  of  the  accounts  indicated  in  the  "Account 
Debited"  column.  The  total  of  the  "Accounts  Payable"  column  is 
posted  to  the  debit  of  Accounts  Payable ;  the  total  of  the  "Purchases 
Discount"  column  is  posted  to  the  credit  of  Purchases  Discount, 
and  the  total  of  the  "General"  is  posted  to  the  credit  of  Cash.  The 
posting  of  these  totals  is  indicated  in  the  illustration. 
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QUESTIONS  FOB  CLASS  DISCUSSION 

1 
S.  P.  Meech,  retail  storekeeper,  receives  cash  from  the  following 
sources:  cash  sales,  accounts  receivable,  and  miscellaneous.  He 
desires  to  have  his  cash  receipts  classified  so  he  may  know  the 
amount  of  cash  received  from  each  source.  Explain  the  nature  of 
the  record  which  you  would  advise  in  order  to  make  this  possible. 

2 

Mr.  Meech  requests  you  to  install  a  new  system  of  records  for 
his  business.  Explain  your  method  of  procedure  and  state  what 
information  you  would  desire  before  you  attempted  to  design  his 
records. 

3 

Mr.  Meech  states  that  sometimes  customers  do  not  understand 
the  debits  which  have  been  made  to  their  accounts  and  that  he  finds 
it  necessary  to  trace  these  charges  back  to  the  book  of  original 
entry  and  even  to  the  invoice  or  sales  ticket.  He  desires  to  know 
how  this  reference  may  be  made  readily.  Explain  to  him  the  proper 
procedure. 

4 

Explain  how  the  terms  of  sale  may  be  shown  on  the  sales  ticket, 
the  sales  record,  and  in  the  accounts. 

5 

Explain  the  method  by  which  purchases  may  be  recorded  with- 
out copying  in  a  purchase  record  the  information  shown  on  the 
invoice.  Is  this  a  desirable  method  for  the  recording  of  purchases? 
Why? 

6 

The  St.  Louis  Retail  Store  purchases  from  The  Chicago  Wholesale 
Company  $500.00  merchandise  for  cash.  Explain  two  ways  in  which 
this  transaction  may  be  recorded  on  the  books  of  The  St.  Louis 
Retail  Store  and  explain  the  most  desirable  method.  State  your 
reasons. 

7 

Most  retail  stores  do  not  post  their  purchase  and  their  sales 
records  until  the  end  of  the  month.  In  such  cases  how  is  it  possible 
to  determine  the  amount  due  from  any  particular  customer  during 
the  month? 
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8 
Explain  two  methods  by  which  a  record  of  sales  may  be  made 
without  copying  the  invoice  or  sales  ticket  in  a  sales  record.    Explain 
the  advantages  and  disadvantages  of  each  method. 

9 
R.  M.  King  Company,  wholesale  dealers  in  hardware,  sell  $580.00 
worth  of  hardware  to  the  Lee  Hardware  Company  for  cash.    Explain 
the  method  of  recording  this  sale. 

10 
The  James  Mercantile  Company,  retail  merchants,  sell  $25.80 
worth  of  merchandise  to  R.  E.  Taylor  for  cash.    Explain  how  this 
sale  would  be  recorded.    Explain  why  this  sale  would  be  recorded 
differently  from  the  one  given  in  the  preceding  question. 

11 
J.  B.  King  purchases  $500.00  of  merchandise,  terms  2/10,  n/30. 
He  makes  remittance  within  the  discount  period.    Explain  how  this 
transaction  will  be  recorded  in  the  books  of  original  entry  and  the 
effect  which  it  will  have  on  the  ledger  accounts. 

12 

Furniture  and  fixtures  to  the  amount  of  $456.00  are  purchased 
for  cash.  Explain  how  this  transaction  will  be  recorded.  If  the 
furniture  and  fixtures  mentioned  in  the  preceding  question  were 
purchased  on  account,  how  would  the  transaction  be  recorded? 

13 
Merchandise  to  the  amount  of  $356.00  is  purchased  from  R.  M. 
Barnes,  terms  1/10,  n/60.    Assuming  that  payment  is  made  within 
the  discount  period,  explain  the  method  of  recording  and  posting 
this  transaction. 

14 

Explain  fully  the  method  of  posting  the  debit  side  of  the  cash 
book  where  there  are  separate  columns  for  accounts  receivable,  sales 
discount,  and  general  items. 

15 

Explain  fully  the  method  of  posting  the  credit  side  of  the  cash 
book  where  separate  columns  are  maintained  for  accounts  payable, 
purchases  discount,  and  general  items. 
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LABORATORY  MATERIAL 

Practice  Set  No.  3 
Purpose  of  Set 

The  purpose  of  the  laboratory  material  given  in  Chapters  XXV- 
XXXVI,  inclusive,  is: 

1.  To  give  the  student  a  comprehensive  idea  of  an 
accounting  system  as  a  whole.  To  that  end  practice 
is  afforded  in  the  use  of  the  more  important  journals, 
the  posting  of  these  journals,  the  taking  of  Trial 
Balances,  the  preparation  of  financial  reports,  and  the 
summarization  of  the  operations  at  the  end  of  a  fiscal 
period. 

2.  To  illustrate  by  means  of  the  laboratory  material 
the  application  of  the  principles  discussed  in  the  text. 

In  order  that  the  principles  involved  may  be  emphasized,  de- 
tails are  reduced  to  a  minimum.  Clerical  work  is  eliminated  as 
much  as  possible  in  order  both  to  save  time  and  to  avoid  confusion. 
This  is  in  conformity  with  the  method  followed  throughout  this 
text,  of  emphasizing  principles  rather  than  practices.  The  former 
are  of  general  application,  while  the  latter  vary  widely. 

The  material  in  the  various  chapters  is  so  arranged  that  each 
new  principle  is  explained  in  the  text  discussions  before  it  is  intro- 
duced in  the  laboratory  material.  This  is  also  in  conformity  with 
the  method  followed  throughout  the  text,  of  having  the  accounting 
principles  discussed,  explained,  and  illustrated  before  their  appli- 
cation is  required  in  the  laboratory  exercises. 

Description  of  Practice  Set 

This  set  represents  a  wholesale  hardware  business  conducted  by 
a  partnership.  The  partnership  form  of  organization  is  employed 
because  the  student  has  not  yet  studied  the  corporate  form.  With 
the  exception  of  the  transactions  affecting  the  proprietorship 
accounts,  the  transactions  and  the  records  would  be  the  same  if  the 
business  were  conducted  by  a  sole  proprietor  or  a  corporation. 

The  transactions  given  in  this  exercise  are  taken  in  the  main 
from  the  records  of  a  large  hardware  business.  The  purchases  and 
the  sales  represent  transactions  performed  by  this  business, 
although  in  some  cases  the  number  of  the  items  and  consequently 
the  amount  of  the  invoice  have  been  reduced.     The  number  of 
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transactions  performed  is,  of  course,  much  smaller  than  would  be 
performed  by  the  business  in  question  in  the  length  of  time  repre- 
sented by  the  set.  It  will  also  be  realized  that  the  records 
employed  are  more  simple  and  that  the  accounts  used  are  fewer  in 
number  than  would  be  employed  by  a  large  business.  This,  how- 
ever, does  not  affect  the  principles  involved  and  is  necessary  for 
the  sake  of  brevity  and  simplicity. 

Although  this  practice  set  is  adapted  from  the  records  of  a 
hardware  business,  it  is  not  its  primary  purpose  to  illustrate  the 
accounting  for  such  a  business;  rather,  this  business  was  chosen 
because  the  transactions  performed  by  it  were  deemed  very  repre- 
sentative of  the  transactions  performed  by  business  firms  in  gen- 
eral. These  transactions  are  also  suitable  to  illustrate  the  applica- 
tion of  the  principles  which  are  deemed  of  primary  importance  to 
the  beginning  student,  and  can  be  applied  to  any  line  of  business. 

The  transactions  cover  a  period  of  three  months.  At  the  end  of 
the  first  month  the  student  takes  a  Trial  Balance,  but  does  not 
prepare  financial  reports  or  close  the  ledger.  This  is  to  emphasize 
the  fact  that  a  Trial  Balance  is  taken  frequently  when  the  reports 
are  not  made  or  the  ledger  closed.  At  the  end  of  the  second  month 
a  Trial  Balance  is  taken,  a  Balance  Sheet  and  Statement  of  Profit 
and  Loss  prepared,  and  the  ledger  closed.  The  method  of  con- 
tinuing a  set  of  books  after  closing  is  illustrated  in  the  recording 
of  the  transactions  for  the  third  month.  At  the  end  of  the  third 
month,  a  Trial  Balance  is  taken,  the  accounting  reports,  including 
a  comparative  Balance  Sheet  and  Statement  of  Profit  and  Loss,  are 
prepared,  and  the  ledger  is  closed.  During  the  third  month  the 
use  of  departmental  accounts  with  merchandise  is  illustrated. 

The  Accounts  Used 

Before  making  any  entries,  the  student  should  familiarize  him- 
self with  the  accounts  given  on  the  following  page.  The  number 
immediately  preceding  each  account  title  indicates  the  page  on 
which  the  account  is  to  be  opened  in  the  ledger.  If  two  or  more 
accounts  appear  on  the  same  page,  the  page  should  be  divided 
equally  between  them,  unless  the  required  space  is  indicated. 

Outline  of  Accounts  Used  in  January  and  February 

For  the  sake  of  simplicity  only  a  few  expense  accounts  are  used 
during  the  first  two  months  of  the  set.  This  necessitates  that  each 
account  be  charged  with  a  number  of  miscellaneous  items.  For 
instance,  the  Administrative  Expenses  account  will  be  charged  with 
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the  rent  of  the  store,  the  office  salaries,  the  cost  of  light,  water,  etc. 
During  the  last  month's  work  some  of  these  accounts  will  be  sub- 
divided. Instructions  will  be  given  at  the  proper  time  with  refer- 
ence to  the  subdivisions  which  should  be  made.  If  the  accounts  are 
opened  as  indicated  in  the  following  outline,  there  will  be  suf- 
ficient space  in  the  ledger  for  these  additional  accounts. 

1.  Cash 

1.  Notes  Receivable 

2.  Accounts  Receivable  (2/3  page) 

£.  Reserve  for  Bad  Debts  (1/3  page) 

3.  E.  D.  Carpenter 

3.  Merchandise  Inventory 

3.  Prepaid  Insurance 

4.  Office  Supplies 

4.  Shipping  Supplies 

4.  Furniture  and  Fixtures 

4.  Reserve  for  Depreciation  of  Furniture  and  Fixtures 

5.  Stockroom  Equipment 

5.  Reserve  for  Depreciation  of  Stockroom  Equipment 
5.  Delivery  Equipment 

5.  Reserve  for  Depreciation  of  Delivery  Equipment 

6.  Notes  Payable  (1/3  page) 

6.  Accounts  Payable  (2/?,  page) 

7.  Expenses  Accrued  f 
7.  Wages  Accrued 

7.  Thompson  Bros. 

7.  Muskegon  Motors  Gompany 

8.  Frank  H.  Long,  Capital 

8.  Frank  H.  Long,  Personal 

9.  Paul  K.  Humphrey,  Capital 
9.  Paul  K.  Humphrey,  Personal 

10.  Sales 

11.  Sales  Returns 

11.  Sales  Allowances 

12.  Freight,  Express  and  Cartage  Outward 

13.  Purchases 

14.  Purchases  Returns 

14.  Purchases  Allowances 

15.  Freight,  Express  and  Cartage  Inward 

16.  Buying  Expenses 

17.  Selling  Expenses 
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19.  Delivery  Expenses 

20.  Administrative  Expenses 

22.  Receiving  and  Shipping  Expenses 

22.  Purchases  Discount 

23.  Interest  Received 

23.  Sales  Discount  (M>  page) 

23.  Interest  Paid 

24.  Profit  and  Loss 

Customers'  and  Creditors'  Accounts 

The  individual  accounts  of  the  customers  and  creditors  will  be 
kept  in  separate  ledgers.  The  accounts  are  to  be  opened  as  they 
are  required  at  the  time  of  posting. 

Books  of  Original  Entry 

The  cash  book,  the  sales  journal,  and  the  purchases  journal  used 
during  the  first  two  months  will  be  ruled  to  correspond  with  the 
illustrations  of  these  records  given  in  Chapter  XXV.  The  sales  and 
purchases  records  used  for  the  last  month  will  be  ruled  to  corres- 
pond with  the  illustrations  given  in  Chapter  XX XII.  The  sales 
returns  and  allowances  and  the  purchases  returns  and  allowances 
will  be  recorded  in  the  general  journal. 

Business  Papers 

This  set  is  arranged  so  that  it  may  be  used  with  or  without 
business  papers  at  the  option  of  the  instructor.  The  material  in 
the  text  is  arranged  for  use  without  the  business  papers.  If  it  is 
desired  to  use  the  business  vouchers,  supplementary  material  will 
be  provided  for  this  purpose. 

Instructions  and  Explanations 

It  is  assumed  that,  if  the  student  has  mastered  the  subject- 
matter  of  the  text,  he  will  be  able  to  record  these  transactions  with- 
out detailed  instructions.  Consequently,  few  instructions  are  given 
in  connection  with  the  laboratory  material.  When  in  doubt  as  to 
how  a  transaction  should  be  recorded,  the  student  should  consult 
the  instructor. 

Preliminary  Data 

Frank  H.  Long  has  been  head  of  the  Tools  Department  of  the 
Morton  Wholesale  Hardware  Company.  Paul  K.  Humphrey  has 
been  sales  manager  for  a  competing  concern.    They  agree  to  form  a 
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partnership  and  organize  a  wholesale  hardware  business.  Each  is 
to  invest  $8,500.00  in  cash. 

The  articles  of  copartnership  which  are  to  govern  their  relations 
in  the  business  and  to  which  they  both  subscribe  contain  the  follow- 
ing conditions : 

Each  partner  shall  invest  $8,500.00  in  cash;  devote  his  entire 
time  to  the  business  and  share  equally  the  profits  or  losses  resulting 
from  the  operations.  Frank  H.  Long  is  to  have  charge  of  the 
office,  buying,  credits,  etc.,  and  to  receive  a  salary  of  $175.00  per 
month;  Paul  K.  Humphrey  is  to  devote  his  time  to  selling,  either 
on  the  road  or  in  the  store,  and  to  receive  a  salary  of  $150.00  per 
month. 

A  copy  of  the  articles  of  copartnership  is  provided  when  the 
business  papers  are  used  in  connection  with  the  transactions. 

Transactions  for  January 
January  2 

Each  partner  has  invested  $8,500.00  according  to  the  articles  of 
copartnership. 

Enter  in  the  cash  book  and  make  a  memorandum  of  the  im- 
portant points  in  the  articles  of  copartnership  in  the  journal. 

Deposited  the  $17,000.00  in  the  Merchants'  National  Bank. 

No  entry  is  required  for  the  deposit  unless  the  transactions  are 
represented  by  reproduced  business  papers,  in  which  case  full  ex- 
planation is  given  relative  to  the  required  entry  for  cash  deposited 
in  the  bank. 

Paid  the  People's  Title  &  Trust  Co.  $150.00  rent  for  January. 

Enter  in  the  cash  b-  k;  debit  Administrative  Expenses.  All 
cash  payments  are  made  by  check  except  those  made  from  the  petty 
cash  fund,  which  will  be  explained  in  the  next  chapter.  The  student 
is  not  required  to  write  checks  unless  the  reproduced  business  papers 
are  used  to  represent  the  transactions,  in  which  case  full  information 
will  be  given. 

Purchased  for  cash  from  the  Office  Supply  Co.,  office  furniture, 
$135.00;  typewriter,  $100.00. 

January  3 

Paid  J.  H.  Hall,  an  expert  accountant,  $145.00— $120.00  for  his 
services  in  installing  an  accounting  system,  and  $25.00  for  the 
books  and  records  supplied  by  him  in  connection  therewith. 

Debit  Administrative  Expenses. 
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Bought  from  J.  P.  Reinhart  Manufacturing  Co.,  Liberty  Mills, 
merchandise  per  purchases  invoice  No.  1,  terms  2/10,  n/60,  $638.70. 

Where  the  business  papers  are  used  to  represent  the  transac- 
tions, the  student  will  receive  an  invoice  showing  the  items  pur- 
chased. When  the  name  of  the  state  is  not  indicated,  use  the  state 
in  which  the  school  is  located.  In  practice,  the  date  of  an  invoice 
may  be  prior  to  the  date  of  entry,  depending  upon  the  distance.  In 
this  set,  unless  otherwise  instructed,  the  student  will  use  the  same 
date  for  the  day  of  entry  and  the  invoice  date. 

Gave  the  International  Lloyds  Co.  a  check  for  $150.00  in  pay- 
ment of  premium  for  one  year's  insurance  on  merchandise. 

January  5 

Engaged  a  stenographer  at  a  salary  of  $25.00  per  week  and  a 
shipping  clerk  at  a  salary  of  $30.00  per  week. 

No  entries  are  required  but  it  is  desirable  to  make  a  memorandum 
for  future  reference. 

Purchased  from  Thompson  Brothers  equipment  for  the  stock- 
room, $600.00,  terms  net  cash  in  15  days. 

Enter  in  the  journal. 

Bought  from  Henry  Disston  &  Co.,  Philadelphia,  merchandise 
per  purchases  invoice  No.  2,  terms  2/10,  n/60,  $776.40. 

January  6 

Sold  Fred.  Dole,  Clinton,  terms  2/10,  n/60,  merchandise  as  per 
carbon  copy  of  our  sales  invoice  No.  1,  $141.40. 

If  the  business  papers  are  used  to  represent  the  transactions, 
the  invoice  showing  the  items  sold  is  prepared  from  the  order 
received. 

Prove  cash ;  balance  $16,320.00.  Post  all  entries  to  date,  but  do 
not  post  the  totals  of  the  books  of  original  entry.  Arrange  the 
accounts  in  the  ledger  as  outlined  on  pages  346-348. 

(Continued  on  Page  868) 
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CHAPTER  XXVI 
BUSINESS  PRACTICE  AND  PROCEDURE 

Need  for  Consideration 

-  In  Chapter  XXV  certain  books  of  original  entry  which  are  used 
as  a  means  of  making  a  preliminary  record  of  business  transactions 
have  been  discussed.  In  Chapters  XV  and  XVI  some  of  the  more 
important  of  the  business  forms  which  serve  as  an  evidence  of  the 
transactions  which  are  recorded  in  the  books  of  original  entry  have 
been  explained  and  illustrated.  It  is  now  necessary  to  notice  the 
business  practice  and  procedure  involved  in  the  performing  of  the 
more  important  types  of  business  transactions  and  the  place  and 
function  of  business  forms  or  vouchers  in  the  routine  of  this  pro- 
cedure. It  is  also  necessary  to  explain  the  use  of  certain  additional 
business  forms. 

Methods  of  Handling  Purchases 

There  are  many  different  ways  of  handling  purchases,  every 
concern  having  its  more  or  less  individual  methods.  The  purchase 
routine  like  the  entire  accounting  system  should  be  adapted  to  the 
internal  organization  of  the  particular  business  concerned.  In  a 
small  business  the  buying  may  be  done  by  the  owner  himself  or  by 
an  assistant.  In  a  larger  business  there  is  usually  a  purchasing 
department  under  the  control  of  a  purchasing  manager  or  pur- 
chasing agent. 

If  there  is  a  purchasing  department  the  purchasing  agent  will 
make  purchases  in  response  to  a  written  request  from  some  depart- 
ment of  the  business.  For  instance,  the  general  office  may  request 
the  purchasing  department  to  purchase  some  stationery  for  office 
use,  or  the  stores  department  may  request  the  purchase  of  certain 
steel  bolts  which  are  used  in  manufacturing  the  commodity  produced 
by  the  business.    Such  a  request  is  termed  a  requisition.    It  may  be 
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made  in  various  forms,  but  should  at  least  contain  the  information 
indicated  by  the  following  illustration: 

PURCHASE  REQUISITION 
Date    May  1,  192. .  Req.  No.    131 

Required  for    Dept.  A  Deliver  to    Dept.  A 

Delivery  Wanted    May  15,  192. . 

1  Bolton  Adding  Machine 
Approved     W.  H.  Spencer  Signed    C.  R.  Walker 

Illustration  No.  35 — Requisition 

Whatever  the  organization  of  a  particular  business  may  be,  the 
buying  process  is  initiated  by  the  placing  of  an  order  for  the  thing 
to  be  purchased.  When  there  is  a  separate  purchasing  department 
this  order  will  usually  be  made  on  a  specially  prepared  order  blank. 
In  other  cases  the  order  may  consist  of  only  a  letter  written  by  the 
proprietor  or  his  assistant,  or  it  may  be  merely  a  verbal  order  given 
to 'a  representative  of  the  firm  from  whom  the  purchase  is  made. 
But  even  in  the  last  case  the  oral  order  should  be  confirmed  by  a 
written  statement  and  a  copy  of  this  statement  retained  in  the  files. 
In  other  words,  it  is  desirable  that  the  business  has  in  some  form  a 
copy  of  each  order  given.  Such  orders  may  be  made  in  various 
forms,  but  should  at  least  contain  the  following  information:  the 
date,  name  and  address  of  the  person  or  firm  from  whom  the  mer- 
chandise is  ordered,  the  date  and  method  of  shipment,  the  shipping 
address,  terms,  items  ordered,  and  the  signature  of  the  person  mak- 
ing the  order. 

Usually  an  invoice  is  received  by  the  customer  from  the  creditor 
before  the  goods  are  received.  In  form,  the  invoice  may  be  as 
shown  in  Illustration  No.  13.  The  invoice  should  be  sent  direct 
to  the  purchasing  department,  or  to  the  party  responsible  for  the 
purchase,  where  it  should  be  compared  with  the  copy  of  the  pur- 
chase order  as  to  price,  terms,  and  quantity.  When  the  goods  arrive 
they  should  be  inspected  and  counted.  The  quantities  may  be 
checked  against  the  invoice;  or,  preferably,  a  separate  report  may 
be  made  to  the  purchasing  agent  giving  the  quantities  received,  in 
which  case  this  report  will  be  compared  with  the  invoice  by  the 
purchasing  department.    Although  it  is  desirable  that  the  invoice 
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be  compared  with  the  report  of  the  goods  received  before  it  is 
entered,  this  is  often  impracticable.  If  it  is  desired  that  the  dis- 
count offered  be  taken,  it  is  often  necessary  to  enter  both  the  pur- 
chase and  the  payment  therefor  before  the  goods  arrive.  In  this 
case  the  invoice  should  later  be  compared  with  the  report  of  the 
receiving  department,  which  gives  the  amount  received,  and  if  a 
shortage  exists  a  claim  can  be  filed  with  the  creditor  for  a  refund. 
After  the  invoice  has  been  verified  as  to  quantity,  terms,  and 
price  by  the  purchasing  department,  the  owner,  or  the  party  who 
made  the  purchase,  it  will  be  sent  to  the  accounting  department. 
Here  the  extensions  will  be  verified  and  it  is  then  ready  for  record. 
The  method  of  making  the  record  has  been  explained  in  Chapter 
XXV. 

Method  of  Handling  Sales 

The  method  of  handling  sales,  like  the  method  of  handling  pur- 
chases, varies  greatly,  depending  on  the  organization  and  nature  of 
the  particular  business.  In  every  case,  however,  the  sale  is  made 
in  response  to  an  order  received  from  the  customer.  This  order 
may  be  given  orally,  which  is  the  usual  method  in  a  retail  store,  or 
it  may  be  received  in  written  form,  which  is  the  usual  method  in  a 
wholesale  or  manufacturing  business. 

When  the  order  is  received  from  the  customer  an  invoice  or 
sales  ticket  is  prepared.  In  a  retail  store  the  customer  usually  gives 
a  verbal  order  to  the  clerk  and  the  latter  prepares  the  sales  ticket 
in  duplicate,  giving  the  original  copy  to  the  customer  and  sending 
the  carbon  copy  to  the  accounting  department,  from  which  the 
entry  in  the  sales  record  is  made.  In  a  wholesale  or  manufacturing 
business  the  written  order  is  received  direct  from  the  customer  or 
from  the  salesman  who  has  obtained  it  from  the  customer.  Usually 
the  order,  after  it  has  been  approved  by  the  credit  department,  is 
sent  to  the  billing  department  where  the  invoice  is  prepared. 

At  least  two  copies  of  the  invoice  are  made  by  the  billing  de- 
partment. The  original  is  sent  to  the  customer  and  the  copy  is 
sent  to  the  accounting  department  where  it  serves  as  a  basis  for 
the  entry  in  the  sales  record.  Sometimes  additional  copies  of  the 
invoice  are  made  for  the  use  of  different  departments  of  the  busi- 
ness. For  instance,  the  credit  department  may  desire  a  copy  which 
will  aid  it  in  following  up  the  payment  thereof,  or  the  treasurer 
may  desire  a  copy  so  he  may  the  better  estimate  the  funds  to  be 
obtained  from  sales.  Sometimes  a  copy  of  the  invoice  is  sent  to 
the  store  room  or  warehouse  and  this  serves  as  instructions  for  the 
shipping  of  the  goods. 


Digitized  by  VjOOQLC 


354  Bookkeeping  and  Accounting 

Shipping  or  Delivery  of  Merchandise 

After  a  sale  is  made  it  is  necessary  to  deliver  the  goods  sold  to 
the  customer.  In  a  retail  store  the  goods  may  be  delivered  over 
the  counter  at  the  time  of  the  sale,  or  they  may  be  delivered  to  the 
customer's  home  by  means  of  the  delivery  service  maintained  by 
the  business.  In  either  case  the  procedure  is  simple  and  no  par- 
ticular business  forms  are  involved  in  the  process. 

In  a  wholesale  business,  merchandise  may  be  delivered  by  parcel 
post,  by  express,  and  by  freight.  When  merchandise  is  shipped  by 
express  the  shipper  receives  an  express  receipt,  and  when  it  is  shipped 
by  freight  the  shipper  receives  a  bill  of  lading.  The  bill  of  lading 
has  been  discussed  and  illustrated  in  Chapter  XV. 

In  some  cases  the  credit  standing  of  the  purchaser  may  be  doubt- 
ful and  the  shipper  may  be  unwilling  to  ship  the  merchandise  on 
open  account.  In  this  case  the  shipper  may  draw  a  draft  on  the 
purchaser,  attach  this  draft  to  the  bill  of  lading,  and  deposit  both 
the  bill  of  lading  and  the  draft  with  his  local  bank.  The  bank  will 
forward  the  bill  of  lading  with  draft  attached  to  a  bank  in  the 
city  of  the  purchaser.  In  the  meantime,  the  shipper  will  notify  the 
purchaser  where  the  draft  and  bill  of  lading  can  be  obtained.  The 
purchaser  will  call  at  the  bank  to  which  the  bill  of  lading  has  been 
sent  and  by  paying  the  draft  will  obtain  the  bill  of  lading.  He 
can  then  obtain  his  merchandise  from  the  transportation  company. 
This  method  of  shipping  goods  is  known  as  bill  of  lading  with  draft 
attached. 

Method  of  Handling  Cash  Receipts 

Cash  may  be  received  from  various  sources  and  in  various  forms. 
A  business  may  receive  cash  in  the  form  of  checks,  currency,  post- 
office  and  express  money  orders,  postage  or  credits  from  the  bank 
for  notes  discounted,  or  notes  or  drafts  collected.  From  whatever 
source  received  or  in  whatever  form,  it  is  necessary  that  the  cash 
received  be  shown  in  two  ways :  first,  as  a  cash  receipt  in  the  cash 
book,  and  secondly,  as  a  deposit  in  the  bank.  All  cash  received 
should  be  deposited  in  the  bank  and  on  the  day  received  if  that  is 
possible. 

In  a  retail  business  cash  receipts  are  almost  entirely  from  cash 
sales  and  from  payments  on  account  by  customers.  The  receipts 
from  cash  sales  are  verified  by  comparing  them  with  the  duplicate 
sales  tickets  after  which  they  can  be  entered  in  the  cash  record  and 
turned  over  for  deposit.    It  is  desirable  that  the  cash  received  from 
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customers  to  apply  on  account  should  not  be  received  and  deposited 
by  the  same  person  who  makes  "the  entries  to  the  customers'  accounts. 

In  a  wholesale  business  the  cash  receipts  are  received  in  the 
main  through  the  mail  from  customers  who  are  making  payments 
on  account,  if  desired,  such  cash  may  be  received  by  a  clerk,  who 
makes  a  record  of  the  amount  before  it  is  passed  to  the  cashier,  in 
which  case  his  record  will  serve  as  a  check  on  the  deposits  made  by 
the  cashier  or  treasurer. 

Monthly  statements  should  be  obtained  from  the  bank  and  the 
deposits  shown  by  these  statements  can  be  checked  against  the  cash 
receipts  as  shown  by  the  cash  record.  Since  all  cash  receipts  should 
be  deposited,  the  cash  receipts  and  the  deposits  should  be  the  same. 
Amounts  placed  to  the  credit  of  the  firm  for  discounted  notes  or 
collections  can  also  be  verified  from  the  monthly  bank  statements. 


Method  of  Handling  Cash  Payments 

Only  disbursements  by  check  should  be  recorded  in  the  cash 
book.  Checks  should  be  issued  for  all  payments  except  such  as  are 
of  very  small  amount,  and  these  should  be  provided  for  by  the 
establishment  of  a  petty  cash  fund.  Currency  payments  should  not 
be  made  directly  from  the  general  cash. 

A  petty  cash  fund  is  an  amount  withdrawn  from  the  general 
cash  and  kept  entirely  separate  from  it.  It  is  established  by  draw- 
ing a  check  to  the  order  of  Petty  Cash  for  the  estimated  amount  of 
the  currency  disbursements  for  a  certain  period  of  time,  frequently 
for  one  month.  The  check  is  recorded  in  the  cash  book  in  the  usual 
way,  debiting  Petty  Cash  and  crediting  Cash.  The  check  is  then 
converted  into  currency  and  the  currency  is  placed  in  a  special 
drawer  called  the  "petty  cash  drawer."  All  currency  disbursements 
should  be  made  from  this  drawer  and  recorded  in  the  petty  cash 
book.    The  form  of  the  petty  cash  book  may  be  as  follows : 

Petty  Cash  Book 


Date 

Explanation 

Receipts 

Disbursements 

Admr.  Exp. 

Sell.  Exp. 

Misc. 

| 

| 

| 

I     | 

| 

| 

At  the  end  of  the  month  a  check  is  drawn  for  the  amount  of  the 
petty  cash  disbursements  for  the  month,  and  this  is  entered  in  the 
cash  book,  debiting  the  proper  accounts  as  indicated  by  the  petty 
cash  book  and  crediting  Cash.     This  check  is  then  converted  into 
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currency,  the  currency  put  in  the  petty  cash  drawer,  and  the  proper 
entry  made  in  the  petty  cash  book.  This  makes  the  cash  in  the 
petty  cash  drawer  equal  to  the  amount  there  at  the  beginning  of 
the  month. 

To  illustrate  the  use  of  the  petty  cash  fund  as  described  above : 
Assume  that  a  petty  cash  fund  of  $50.00  is  established  at  the  begin- 
ning of  the  month.  Now  assume  that  $21.00  was  spent  during  the 
month  and  charged  to  Selling  Expenses  and  $22.60  spent  and 
charged  to  Administrative  Expenses  as  shown  by  the  "Selling  Ex- 
penses' 9  and  "Administrative  Expenses"  columns  of  the  petty  cash 
book.  At  the  end  of  the  month  the  petty  cash  bookkeeper  will  pre- 
sent a  statement  showing  that  $43.60  has  been  spent  and  a  check 
will  be  drawn  for  this  amount.  The  check  will  be  recorded  in  the 
cash  book,  debiting  Selling  Expenses  for  $21.00  and  Administrative 
Expenses  for  $22.60  and  crediting  Cash  for  $43.60.  When  this 
check  is  cashed  and  the  currency  placed  in  the  petty  cash  drawer 
the  petty  cash  on  hand  will  be  the  original  amount,  $50.00. 

Method  of  Handling  Notes  Receivable  and  Payable 

If  the  notes  received  by  a  business  from  its  customers  are  not 
too  numerous  they  may  be  recorded  in  the  general  journal  and 
posted  individually  to  the  debit  of  Notes  Receivable.  If  such  notes 
are  received  quite  frequently,  it  is  usually  expedient  to  have  a 
separate  Notes  Receivable  column  in  the  journal,  the  total  of  which 

NOTES  RECEIVABLE 


drawLr  or  endorser 


MAKER  OR  DRAWEE 


1*  WHOSE  FAVOR 


WHERE  FA YAIU 


^6«*£/l 


2?Uty 


Z  If  7UU***L-r&o 


Illustration  No.  36 — Left  Page  of  Notes  Receivable  Book 


NOTES  RAY  ABLE 
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MAKER  OR  DRAWEE 
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Illustration  No.  37— Left  Page  of  Notes  Payable  Book 
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is  posted  to  the  debit  of  Notes  Receivable.  If  the  number  of  notes 
received  is  very  large  it  may  be  expedient  to  have  a  separate  Notes 
Receivable  journal  in  which  to  record  them. 

In  the  present  discussion  it  will  be  assumed  that  all  notes  re- 
ceived by  the  business  are  recorded  in  the  journal.  In  a  subsequent 
chapter  the  use  of  the  notes  receivable  journal  as  a  book  of  original 
entry  will  be  explained  and  illustrated.  Although  the  journal  may 
serve  satisfactorily  as  a  posting  medium  for  transactions  involving 
the  receipt  of  notes  receivable,  there  is  considerable  detailed  infor- 
mation of  importance  with  reference  to  the  note  which  can  not  be 
shown  in  the  journal  entry.  For  instance,  the  rate  of  interest,  the 
endorsers,  if  any,  and  the  time  of  payment  can  not  be  shown  very 
conveniently  in  the  journal  entry.  Even  if  these  details  were  given 
in  the  journal  entry  it  would  be  inconvenient  to  refer  to  them.  It 
is  also  inconvenient  to  refer  to  the  note  itself  when  this  information 
is  desired.  It  has  become  customary,  therefore,  after  the  note  has 
been  entered  in  the  journal  to  make  a  supplementary  record  of  it 
in  another  record  known  as  the  notes  receivable  book.  The  form  of 
such  a  book  is  shown  in  Illustration  No.  36.  The  use  of  the  various 
columns  shown  in  the  illustration  is  indicated  by  their  headings. 

The  foregoing  discussion  of  the  method  of  handling  notes  re- 
ceivable applies  equally  well  to  the  method  of  handling  notes  pay- 
able. The  form  of  the  supplementary  record  with  notes  payable, 
usually  termed  the  notes  payable  book,  is  shown  in  Illustration  No.  37. 
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Illustration  No.  36 — Right  Page  of  Notes  Receivable  Book 
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The  Trade  Acceptance 

During  the  past  few  years  there  has  been  much  discussion  of 
the  use  of  a  special  form  of  the  draft  known  as  the  trade  acceptance. 
The  Federal  Reserve  Board  defines  a  trade  acceptance  as  "a  bill  of 
exchange  drawn  by  the  seller  on  the  purchaser  of  goods  sold,  and 
accepted  by  such  purchaser.' * 

Illustration  No.  38  shows  the  form  of  a  trade  acceptance  which 
has  been  approved  byjhe  American  Trade  Acceptance  Council.  A 
comparison  of  the  trade  acceptance  given  in  Illustration  No.  38, 
with  the  accepted  draft  given  in  Illustration  No.  20,  will  show  that 
th6y  are  practically  the  same.  The  principal  difference  is  that  the 
trade  acceptance  shows  on  its  face  that  it  has  arisen  out  of  a  pur- 
chase of  goods  by  the  acceptor.  On  the  other  hand,  the  ordinary 
acceptance  may  arise  as  the  result  of  any  transaction  by  which  the 
acceptor  becomes  indebted  to  the  drawer. 

TRADE   ACCEPTANCE    ^—y 


Pay  to  the  order  o/......C^^^?^^irf^£^*^ 


The  obligation  of  the  acceptor  hereof  arises  out  of  the  purchase  of  goods  from  the  drawer.    The  drm 

may  accept  this  bill  payable  at  any  bank,  banker  or  trust  company  in  the  United  States  which  he  may 
designate. 

Accepted  at^..&*tydk<4 on.Z&JL  &M...19&.. 


Pv.We.t^W.^M.^  Ban* \  ^J3£*g^y-V^£^^-- 


.2feu^v..., 

By „ OU^^3oLfi&S^ I  *- 

Illustration  No.  38 — Trade  Acceptance 

The  use  of  the  trade  acceptance  may  be  explained  by  an  illus- 
tration/ Frazer  &  Palmer,  of  Chicago,  sell  $261.13  worth  of  mer- 
chandise to  Union  Grocery  Co.,  of  Los  Angeles,  terms  net  30  days 
with  an  agreement  that  The  Union  Grocery  Co.  will  accept  a  thirty- 
day  draft.  Frazer  &  Palmer  draw  such  a  draft,  using  the  form  pre- 
scribed for  a  trade  acceptance  as  given  in  Illustration  No.  38.  The 
Union  Grocery  Co.  accepts  the  draft  and  returns  it  to  Frazer  & 
Palmer.  The  latter  may  keep  it  for  -thirty  days  and  then  present  it 
for  payment  or,  if  they  desire,  they  may  discount  it  at  their  local 
bank. 

In  the  latter  case  the  bank  will  give  Frazer  &  Palmer  credit 
for  the  proceeds  of  the  draft  at  the  time  it  is  discounted  and  at  the 
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maturity  of  the  draft  will  send  it  to  some  St.  Louis  bank,  which  will 
collect  it  from  The  Union  Grocery  Co. 

Accounting  for  Trade  Acceptance 

The  accounting  for  trade  acceptances  may  be  explained  by  tak- 
ing the  illustration  given  above.  When  Frazer  &  Palmer  ship  the 
merchandise  to  The  Union  Grocery  Co.,  they  will  debit  Accounts 
Receivable  and  credit  Sales.  When  they  receive  the  trade  accept- 
ance from  The  Union  Grocery  Co.  they  will  debit  Notes  Receivable 
and  credit  Accounts  Receivable.  If  they  keep  the  draft  until  matu- 
rity and  collect  it  from  The  Union  Grocery  Co.,  they  will  debit  Cash 
and  credit  Notes  Receivable.  If  they  discount  the  acceptance  at  the 
bank  it  will  be  necessary  to  debit  Cash  for  the  proceeds  of  the  draft, 
debit  Interest  for  the  discount  charged  by  the  bank,  and  credit 
Notes  Receivable  for  the  face  of  the  acceptance.  In  other  words, 
a  trade  acceptance  drawn  on  a  customer  and  accepted  by  the  cus- 
tomer is  treated  as  if  a  note  receivable.  In  the  same  manner  a  trade 
acceptance  drawn  on  the  business  and  accepted  by  it  is  treated  as 
a  note  payable. 

If  numerous  trade  acceptances  are  received  by  a  business  it  may 
be  desirable  not  to  record  them  in  the  Notes  Receivable  account, 
but  to  record  them  in  a  Trade  Acceptance  account.  The  value  of 
this  method  is  to  make  possible  the  showing  of  trade  acceptances 
and  notes  receivable  as  separate  items  on  the  Balance  Sheet.  A 
business  would  normally  be  given  a  higher  credit  rating  if  its  Bal- 
ance Sheet  showed  a  large  item  of  trade  acceptances  than  if  it 
showed  a  large  item  of  notes  receivable.  The  reason  for  this  dis- 
tinction is  that  trade  acceptances  are  usually  received  at  the  time 
the  merchandise  is  sold,  while  notes  receivable  are  often  received 
in  payment  of  overdue  accounts. 

In  the  same  manner  trade  acceptances  accepted  by  the  business 
should  be  recorded  in  a  separate  account  if  they  are  numerous. 
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QUESTIONS  FOB  CLASS  DISCUSSION 

1 
The  Brown  Manufacturing  Company  maintain  a  purchasing  de- 
partment under  the  management  of  a  purchasing  agent.  The  gen- 
eral office  of  the  company  desires  some  stationery  for  office  use. 
Explain  the  method  by  which  it  would  obtain  the  purchase  of  this 
stationery. 

2 
Explain  the  purpose  of  the  purchase  requisition. 

3 

Explain  the  difference  between  the  purchase  requisition  and  the 
purchase  order. 

4 

The  purchasing  agent  of  the  James  Cannon  Company  finds  it 
necessary  frequently  to  order  certain  goods  by  telegraph.  In  such 
cases,  what  procedure  should  be  followed  after  the  order  has  been 
made? 

5 

The  purchasing  agent  of  the  National  Manufacturing  Company 
has  ordered  certain  goods  from  the  United  States  Steel  Company. 
The  invoice  for  these  goods  is  received  by  the  mail  department  of 
the  National  Manufacturing  Company.  What  disposition  should  be 
made  of  this  invoice  by  the  mail  department? 

6 

The  purchasing  department  of  the  American  Steel  Company  re- 
ceives from  the  mail  department  of  the  company  an  invoice  for  goods 
previously  ordered.  What  disposition  should  be  made  of  this  in- 
voice by  the  purchasing  department! 

7 
In  what  form  may  orders  for  merchandise  be  received  t 

8 
The  Commercial  Text  Book  Company  receive  an  initial  order 
for  books  from  the  Western  Sales  Agency.     Explain  what  would 
probably  be  done  with  this  order  before  it  is  sent  to  the  billing 
department  for  the  making  of  the  invoice. 
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9 
When  this  order  reaches  the  billing  department  it  may  be  as- 
sumed that  four  copies  of  the  invoice  will  be  made.    Explain  the 
probable  disposition  of  each  copy  of  the  invoice. 

10 
After  the  invoices  have  been  made  the  shipping  department  is 
notified  to  send  the  books  ordered  to  the  Western  Sales  Agency. 
Explain  the  methods  which  may  be  used  in  sending  these  books. 

11 
If  the  Commercial  Text  Book  Company  are  doubtful  in  regard 
to  the  credit  standing  of  the  Western  Sales  Agency,  but  do  not 
desire  to  delay  the  shipping  of  the  books,  what  method  may  they 
follow  so  that  the  books  may  be  sent  at  once  and  .yet  the  company 
be  protected  from  loss  in  connection  therewith  t 

12 
Explain  some  of  the  most  important  forms  in  which  cash  may 
be  received,  and  what  disposition  should  be  made  of  all  cash  received. 

13 
The  King  Retail  Company  make  frequent  cash  sales.     Explain 
how  the  cash  received  from  these  sales  may  be  verified  daily. 

14 
If  all  cash  receipts  are  deposited  daily  in  the  bank,  explain  the 
method  by  which  cash  receipts  and  deposits  may  be  verified  both 
daily  and  monthly.  .* 

15 
It  is  desirable  that  only  disbursements  by  check  should  be  re- 
corded in  the  cash  disbursements  journal.     If  this  method  is  fol- 
lowed, explain  how  petty  disbursements  for  which  it  is  not  desirable 
to  issue  a  check  may  be  made. 

16 
Explain  the  method  of  establishing  and  operating  a  petty  cash 
fund. 

17 

The  Taylor  Wholesale  Jewelry  Company  receive  notes  frequently 
from  customers  in  the  payment  of  merchandise,  and  issue  notes 
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payable  quite  frequently  to  creditors  in  payment  of  merchandise 
purchased.  Both  the  notes  received  and  issued  are  recorded  in  the 
general  journal.  It  is  necessary,  however,  from  time  to  time,  to 
have  information  with  reference  to  these  notes  which  can  not  be 
conveniently  shown  by  the  journal  entry.  It  is  also  inconvenient 
to  refer  to  the  notes  themselves  to  obtain  this  information.  Explain 
a  method  by  which  this  information  may  be  made  available. 

18 
Explain  and  illustrate  the  use  of  a  trade  acceptance. 

19 
W.  0.  Crosswhite  &  Co.,  of  Toledo,  0.,  sell  $500.00  worth  of  mer- 
chandise to  A.  P.  Meritt,  of  Kansas  City,  terms  30  days,  with  the 
agreement  that  Meritt  will  accept  a  trade  acceptance.  The  trade 
acceptance  is  drawn  on  Meritt  by  Crosswhite  &  Co.,  is  accepted  by 
the  former,  and  returned  to  the  latter.  At  the  end  of  thirty  days 
the  acceptance  is  paid  by  Meritt.  Explain  all  the  entries  involved 
in  the  foregoing  transaction. 

20 
On  the  Balance  Sheet  of  the  Chicago  Wholesale  Grocery  Company 
the  following  items  appear: 

Notes  Receivable $5,000.00 

Trade  Acceptances 1,000.00     . 

On  the  Balance  Sheet  of  the  St.  Louis  Wholesale  Grocery  Com- 
pany the  following  items  appear : 

Notes  Receivable $1,000.00 

Trade  Acceptances 5,000.00 

With  reference  to  these  items,  which  Balance  Sheet  would  you 
consider  the  more  favorable? 
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LABORATORY  MATERIAL 
Practice  Set  No.  3 — Continued 

^  •  January  7 

Paid  the  Stein  Printing  Co.  $45.00  for  office  supplies. 

Debit  Office  Supplies. 

Cashed  a  check  for  $50.00  and  purchased  stamps  to  be  used  for 
mailing  letters. 

Debit  Office  Supplies. 

Paid  the  Dunham  Advertising  Agency  $100.00  to  apply  on 
account  of  a  year's  contract  for  advertising. 

Debit  Selling  Expenses. 

Sold  Central  Hardware  Co.,  555  Milton  St.,  City,  terms  2/10, 
n/60,  merchandise  per  carbon  copy  of  our  sales  invoice  No.  2, 
$133.80. 

January  8 

Paid  Paul  K.  Humphrey  $75.00  traveling  expenses  incurred  in 
visiting  prospective  customers. 

Debit  Selling  Expenses. 

Bought  from  Wickwire.  Brothers,  Cleveland,  merchandise  per 
purchases  invoice  No.  3,  terms  2/10,  n/60,  $2,691.20. 

January  9 

Bought  from  Universal  Caster  Co.,  St.  Louis,  merchandise  per 
purchases  invoice  No.  4,  terms  2/10,  n/30,  $1,837.50. 

Sold  Johnson  Brothers,  Kankakee,  terms  2/10,  n/60,  merchan- 
dise as  per  carbon  copy  of  our  sales  invoice  No.  3,  $182.53. 

January  10 

Withdrew  $61.00  from  the  bank  to  be  used  in  paying  the  fol- 
lowing: stenographer's  salary  for  the  week,  $25.00;  shipping 
clerk's  salary,  $30.00;  Mr.  Long,  $6.00,  to  reimburse  him  for  ex- 
penses incurred  in  entertaining  Mr.  Johnson,  of  Johnson  Bros.,  who 
was  in  the  city  on  a  buying  trip  and  who  gave  us  the  ordc*  for 
sales  invoice  No.  3. 

Debit  Administrative  Expenses  for  the  first  item,  Receiving  and 
Shipping  Expenses  for  the  second  item,  and  Selling  Expenses  for  the 
last  item. 

Sold  Daniels  &  Hayden,  Woodstock,  terms  2/10,  n/60,  merchan- 
dise as  per  carbon  copy  of  our  sales  invoice  No.  4,  $30.17. 
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January  12 

Purchased  for  cash  from  the  Globe  Furniture  Company,  a  filing 
case  for  use  in  the  office,  $50.00. 

Sold  P.  L.  Perkins,  Michigan  City,  terms  2/10,  n/60,  merchan- 
dise as  per  carbon  copy  of  our  sales  invoice  No.  5,  $108.35. 

r  •  January  13 

Paid  J.  P.  Reinhart  Manufacturing  Co.  for  invoice  received 
January  3d,  less  discount. 

Bought  from  W.  D.  Allen  &  Co.,  Cleveland,  Ohio,  merchandise 
per  purchases  invoice  No.  5,  terms  3%,  30-day  Trade  Acceptance. 
$2,008.78.  These  terms  indicate  that  3%  may  be  deducted  if  a 
30-day  Trade  Acceptance  is  accepted  when  the  merchandise  is 
delivered. 

Sold  Gregg  Hardware  Co.,  Rochester,  terms  2/10,  n/60,  mer- 
chandise as  per  carbon  copy  of  our  sales  invoice  No.  6,  $36.00. 

January  14 

Accepted  30-day  Trade  Acceptance  payable  at  Merchants'  Na- 
tional Bank  in  payment  for  invoice  purchased  from  W.  D.  Allen  & 
Co.,  January  13th,  less  discount  as  per  terms. 

Enter  in  the  journal  and  notes  payable  book.  Credit  Notes  Pay- 
able for  the  trade  acceptance. 

Paid  Barker  &  Co.,  $85.00  for  packing  cases  purchased  from 
them  and  delivered  today. 

Debit  Shipping  Supplies. 

Sold  T.  W.  Richardson,  Warren,  terms  2/10,  n/60,  merchandise 
as  per  carbon  copy  of  our  sales  invoice  No.  7,  $48.22. 

January  15 

Paid  Henry  Disston  &  Co.  for  invoice  received  January  5th, 
less  discount. 

An  agreement  was  made  previously  with  the  Sloan  Transfer  Co. 
by  which  they  are  to  do  all  the  hauling  and  drayage  in  connection 
with  merchandise  purchased  and  sold.  They  are  also  to  pay  all 
freight  on  goods  received  and  are  to  present  their  bill  for  freight  and 
drayage  twice  each  month.  Accordingly,  this  company  presented 
their  bill  for  the  first  fifteen  days  of  January;  this  is  itemized  as 
follows :  inward  freight  paid,  $95.75 ;  hauling  inward  freight,  $34.25 ; 
hauling  outward  freight,  $55.60 ;  total,  $185.60.  Paid  Sloan  Transfer 
Co.  $185.60,  amount  of  bill  rendered. 
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Sold  A.  W.  White,  Paxton,  terms  2/10,  n/60,  merchandise  as  per 
carbon  copy  of  our  sales  invoice  No.  8,  $26.38. 

Paid  Thompson  Brothers  $600.00  for  store  equipment  purchased 
on  January  5th. 

January  16 

Received  a  check  from  Fred  Dole  in  payment  of  merchandise 
sold  him  January  6th,  less  discount. 

Sold  W.  H.  Stevens,  McHenry,  terms  2/10,  n/60,  merchandise 
as  per  carbon  copy  of  our  sales  invoice  No.  9,  $44.45. 

January  17 

Withdrew  $165.00  from  the  bank  to  pay  the  following:  weekly 
pay-roll,  $55.00;  Humphrey,  $50.00  for  personal  use;  Long,  $60.00 
for  personal  use. 

Received  from  Central  Hardware  Co.  their  check  for  $32.12  and 
their  note  dated  January  16th,  due  in  60  days,  payable  at  Mer- 
chants' National  Bank,  for  $100.00,  in  payment  of  merchandise  sold 
them  January  7th,  less  discount  as  per  terms  of  the  sale,  and  plus 
$1.00  interest  on  the  note  at  6%  for  60  days. 

Make  the  entry  for  the  note  in  the  journal  and  notes  receivable 
book,  and  for  the  check,  discount,  and  interest  in  the  cash  book. 

Sold  A.  L.  Burton,  Elgin,  terms  3%,  60-day  Trade  Acceptance, 
merchandise  as  per  .carbon  copy  of  our  sales  invoice  No.  10,  $146.04. 

The  terms  in  this  sale  indicate  that  if  Burton  will  accept  a  trade 
acceptance  payable  in  60  days  upon  receipt  of  the  merchandise,  he 
may  deduct  a  discount  of  3%,  otherwise  the  terms  are  net  60  days. 

Paid  Wickwire  Brothers  for  invoice  received  January  8th,  less 
discount. 

January  19 

Employed  stock  clerk  beginning  work  today  at  a  salary  of 
$20.00  per  week.  The  principal  duty  of  the  stock  clerk  will  be  to 
arrange  stock  so  that  it  can  be  easily  obtained  for  shipment.  Con- 
sequently, his  salary  will  be  treated  as  a  selling  expense. 

Bought  from  Russel  Erwin  Co.,  Chicago,  terms  2/10,  n/60,  mer- 
chandise per  purchases  invoice  No.  6,  $1,388.52. 

Paid  Universal  Caster  Company  for  invoice  received  January  9th, 
less  discount. 

Received  check  from  Johnson  Brothers,  in  payment  of  merchan- 
dise sold  them  January  9th,  less  discount. 
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January  20 

Received  from  A.  L.  Burton  a  60-day  trade  acceptance  payable 
at  the  First  National  Bank  of  Elgin  in  payment  of  merchandise  pur- 
chased on  the  17th,  less  3%  discount. 

Enter  in  the  journal  and  notes  receivable  book.  Debit  the  Notes 
Receivable  account  for  the  trade  acceptance. 

Returned  to  Russel  Erwin  Co.,  for  credit,  a  part  of  the  mer- 
chandise purchased  January  19th,  $62.46. 

Enter  in  the  journal.  When  the  transactions  are  represented  by 
the  business  papers,  the  credit  bill  from  Russel  Erwin  Co.  will 
show  the  items  returned. 

Sold  A.  P.  Barlow,  Gilman,  terms  2/10,  n/60,  merchandise  as 
per  carbon  copy  of  our  sales  invoice  No.  11,  $116.75. 

January  21 

Bought  of  Henry  Disston  &  Co.,  Philadelphia,  terms  2/10,  n/60, 
merchandise  per  purchases  invoice  No.  7,  $375.50. 

Sold  James  W.  Shore,  Champaign,  terms  2/10,  n/60,  merchan- 
dise as  per  carbon  copy  of  our  sales  invoice  No.  12,  $64.96. 

January  22 

Received  check  from  F.  L.  Perkins  in  payment  of  merchandise 
sold  him  January  12th,  less  discount. 

Paid  Horder  Stationery  Co.  $37.75  for  office  supplies. 

Issued  a  credit  bill  to  A.  P.  Barlow  for  a  part  of  the  merchan- 
dise purchased  by  him  January  20th,  and  returned  for  credit: 

V4doz.  sets     12        Stove  Casters  $16.15        $4.04 

1  keg  8        Common  Nails  4.00  4.00 


$8.04 


When  the  transactions  are  represented  by  the  reproduced  busi- 
ness papers,  the  student  will  be  required  to  issue  a  credit  bill  for 
the  merchandise  returned.    Enter  in  journal. 

Sold  Fred  Dole,  Clinton,  terms  2/10,  n/60,  merchandise  as  per 
carbon  copy  of  our  sales  invoice  No.  13,  $126.50. 

Prove  cash ;  balance  $9,496.47.  Post  all  entries  to  date,  but  do 
not  post  the  totals  of  the  books  of  original  entry;  arrange  the 
accounts  as  indicated  on  pages  346-348.  The  student  is  advised  to 
read  the  discussion  of  double  posting  on  pages  327  and  328  before 
posting  from  the  journal. 

(Continued  on  Page  SI 6) 

Digitized  by  VjOOQLC 


CHAPTER  XXVII 
ACCRUALS  AND  DEFERRED  ITEMS 

Need  for  Consideration 

At  the  end  of  the  fiscal  period  there  are  certain  items  that  do 
not  appear  on  the  ledger  which  must  be  considered  if  a  true  state- 
ment of  the  financial  condition  of  the  business  is  to  be  obtained. 
There  may  be  items  not  shown  in  the  accounts  which  are  rightfully 
considered  as  assets  or  liabilities  and  there  may  also  be  items  shown 
as  expenses  in  the  accounts  which  do  not  represent  expenses  of  the 
current  fiscal  period.  The  items  which  must  be  considered  at  this 
time  may  be  classified  as  follows: 

1.  Accrued  Income. 

2.  Accrued  Expenses. 

3.  Deferred  Charges  to  Expense. 

Accrued  Income 

Income  may  be  earned  in  one  fiscal  period  which  is  not  due  and 
payable  until  the  subsequent  period.  Accurate  accounting  demands 
that  each  period  be  given  credit  for  the  income  earned  during  the 
period,  whether  it  is  collected  then  or  later.  To  illustrate:  On 
November  1st,  the  business  receives  from  a  customer  a  note  for 
$500.00,  due  in  four  months  with  interest  at  six  per  cent.  On  Decem- 
ber 31st,  one-half  of  this  interest  has  been  earned ;  that  is,  one-half 
of  the  service  (use  of  the  money)  for  which  the  interest  is  to  be 
received  has  been  performed.  If  the  books  are  closed  at  this  time 
(December  31st),  one-half  of  the  interest,  or  $5.00,  should  appear 
on  the  Balance  Sheet  as  an  asset,  and  it  should  also  appear  on  the 
Statement  of  Profit  and  Loss  as  income  earned  during  the  current 
period. 

If  this  item  of  accrued  interest  is  to  be  shown  on  the  Balance 
Sheet  and  the  Statement  of  Profit  and  Loss,  it  must  also  be  shown 
in  the  accounts.  This  is  accomplished  by  debiting  some  asset  ac- 
count, which  in  this  case  may  be  termed  Accrued  Interest  on  Notes 
Receivable,  and  crediting  the  income  account,  Interest  Earned.    To 
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illustrate:  It  may  be  assumed  that  $48.00  has  been  received  as 
interest  on  notes  receivable  during  the  year,  and  that  the  $5.00 
mentioned  above  is  the  total  interest  accrued  on  notes  receivable 
at  the  end  of  the  year,  in  which  case  the  two  accounts  affected  by 
the  item  of  accrued  interest  will  appear  as  follows : 


Interest  Accrued  on  Notes  Receivable 


1920 
Dec. 


31 


00 


Interest  Earned 

1920 

Feb. 

20 

June 

10 

Aug. 

1 

Nov. 

6 

Dec. 

31 

3 
12 
18 


80 
20 
12 


13  88 

5KX) 


When  the  closing  entries  are  made  on  December  31st,  the  Interest 
Earned  account  will  be  closed  into  the  Profit  and  Loss  account. 
After  it  is  closed  it  will  appear  as  follows: 


Interest  Earned 

1920 

1920 

Dec 

31 

Profit  and  Loss 

53 

00 

Feb. 
June 
Aug. 

20 
10 

1 

3 
12 

18 

80 
20 
12 

1 

Nov. 

6 

13 

88 

Dec. 

31 

5 

00 

1       53 

00 

53 

00 

On  March  1st,  the  customer  who  owes  the  $500.00  note  men- 
tioned in  the  illustration,  will  pay  $10.00  interest  when  he  pays  the 
note.  This  interest  will  be  credited  to  the  Interest  Earned  account, 
but  only  one-half  of  it  represents  interest  earned  during  the  period 
when  received,  for  one-half  of  it  has  been  earned  in  the  preceding 
period.  In  order  to  indicate  this  the  Accrued  Interest  account  is 
closed  into  the  Interest  Earned  account  after  the  closing  entries  have 
been  made.    These  two  accounts  will  then  appear  as  follows : 


Interest  Accrued  on  Notes  Receivable 


1920 
Dec. 


31 


00 


1920 
Dec. 


31 


500 
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Interest  Earned 

1020 
Dec 

31 

Profit  and  Loes 

53 

00 

1920 
Feb. 
June 
Aug. 
Nov. 
Dec. 

20 

10 

1 

6 

31 

3 
T2 
18 
13 

5 

80 
20 
12 
88 
00 

00 

53 

00 

l      53 

Dec. 

3, 

i 

5J00 

1 

1 

When  the  $10.00  interest  is  received  on  March  1st,  it  will  be 
credited  to  the  Interest  Earned  account  and  the  difference  between 
the  credit  item  of  $10.00  and  the  debit  item  of  $5.00  will  give  the 
proper  amount  of  interest  to  be  treated  as  income  earned  during  the 
current  period. 

The  foregoing  discussion  of  the  treatment  of  accrued  interest 
serves  to  illustrate  the  method  of  handling  items  of  accrued  income 
in  general.  In  some  cases  where  such  items  are  numerous,  one 
asset  account,  termed  Accrued  Income  account,  may  be  set  up,  to 
which  all  items  of  accrued  income  are  debited  instead  of  setting  up 
separate  asset  accounts  such  as  Interest  Accrued  on  Notes  Receivable. 

Accrued  income  items  are  shown  on  the  Balance  Sheet  as  cur- 
rent assets. 

Accrued  Expenses 

In  the  same  manner  that  the  records  should  show  at  the  end  of 
the  fiscal  period  all  the  income  earned  during  that  period,  they 
should  also  show  a  liability  for  all  services  which  have  been  received 
during  the  period,  though  this  liability  may  not  be  due  until  the 
subsequent  period.  Accrued  expenses  are  expenses  which  have 
accrued  or  accumulated  at  the  end  of  the  fiscal  period,  but  which 
are  not  payable  until  some  time  later.  For  instance,  a  business  firm 
may  pay  its  employes  their  weekly  wages  on  Saturday.  If  its  fiscal 
period  ends  on  Wednesday,  it  will  owe  its  employes  their  wages 
for  three  days,  but  they  are  not  payable  until  three  days  later. 
These  accrued  wages  should  be  shown  as  a  liability  on  the  Balance 
Sheet  and  as  an  expense  of  the  current  period  on  the  Statement  of 
Profit  and  Loss. 

If  this  item  of  accrued  wages  is  to  be  shown  on  the  Balance  Sheet 
and  the  Statement  of  Profit  and  Loss,  it  must  also  be  shown  in  the 
accounts.  This  is  accomplished  by  debiting  some  expense  account 
such  as  Salaries  of  Sales  Clerks  and  crediting  the  liability  account 
Accrued  Wages.  To  illustrate :  It  may  be  assumed  that  the  account 
with  Salaries  of  Sales  Clerks  shows  a  balance  of  $1,816.00  at  the 
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end  of  the  year  and  that  the  accrued  wages  of  clerks  amount  to 
$28.00,  in  which  case  the  two  accounts  affected  by  the  item  of 
accrued  wages  will  appear  as  follows : 

Salaries  of  Sales  Clerks 


1920 
Dec. 


Balance 
Accrued  Wages 


1,816  00 
00 

Accrued  Wages 


1920 
Dec. 


31 


28 


00 


When  the  closing  entries  are  made  on  December  31st,  the  Salaries 
of  Sales  Clerks  account  will  be  closed  into  the  Profit  and  Loss 
account.    After  it  is  closed,  this  account  will  appear  as  follows: 

Salaries  of  Sales  Clerks 


1920 
Dec. 


Balance 
Accrued  Wages 


1,816 
28 


1344 


00 
00 

00 


1920 
Dec. 


31 


Profit  and  Loss 


1,844  00 


J  ,844  00 


On  January  3rd,  $56.00  will  be  paid  to  the  sales  clerks  and  the 
Salaries  of  Sales  Clerks  account  will  be  debited  for  this  amount 
Only  half  of  this  amount,  however,  represents  an  expense  of  the 
period  when  paid,  for  the  other  half  has  been  charged  as  an  expense 
of  the  previous  period.  In  order  to  show  this  the  Accrued  Wages 
account  is  closed  into  the  Salaries  of  Sales  Clerks  account  after  the 
closing  entries  are  made  at  the  end  of  the  period.  These  two  ac- 
counts will  then  appear  as  follows : 

Salaries  of  Sales  Clerks 


1920 
Dec. 


Balance 
Accrued  Wages 


1,816 
28 

00 
00 

1920 
Dec 

31 

4,844 

00 

Dee. 

31 

Profit  and  Loss 


Accrued  Wages 


1,844  00 
1,844  00 


00 


1920 
Dec. 


31 


28  00 


1920 
Dec. 


31 


28 


00 


When  the  $56.00  wages  is  paid  to  the  sales  clerks  on  January  3, 
1920,  it  will  be  debited  to  Salaries  of  Sales  Clerks  account,  and  the 
difference  between  the  debit  item  of  $56.00  and  the  credit  item  of 
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$28.00  will  show  the  proper  amount  to  be  treated  as  an  expense  of 
the  year  1920. 

The  foregoing  discussion  of  the  treatment  of  accrued  wages 
serves  to  illustrate  the  method  of  handling  items  of  accrued  ex- 
penses in  general.  In  some  cases  when  such  items  are  numerous 
one  liability  account,  termed  Accrued  Expense  account,  may  be  set 
up,  to  which  all  items  of  accrued  expenses  may  be  credited  instead 
of  setting  up  separate  liability  accounts  such  as  Accrued  Wages. 
Accrued  expense  items  are  shown  on  the  Balance  Sheet  as  cur- 
rent liabilities. 

It  will  be  understood,  of  course,  that  all  entries  with  reference 
to  accrued  income  and  accrued  expenses  are  made  in  the  journal 
at  the  time  the  other  adjusting  entries  are  made  at  the  end  of  the 
fiscal  period.  The  accounts  with  the  entries  made  in  them  are 
shown  in  the  foregoing  illustrations  merely  for  simplicity. 

Deferred  Charges  to  Expense 

Deferred  charges  to  expense  are  expenses  paid  in  one  period 
which  are  chargeable  in  part  to  the  subsequent  period.  Conse- 
quently they  are  frequently  termed  prepaid  expenses.  The  prepaid 
expenses  which  may  arise  in  connection  with  businesses  of  different 
types  are  of  various  kinds.  For  purpose  of  illustration  prepaid 
insurance  and  office  supplies  will  be  taken.  The  method  employed 
in  handling  all  such  items  is  materially  the  same.  The  discussion 
of  the  treatment  of  prepaid  insurance  and  office  supplies  as  given 
below  is  sufficient  to  indicate  the  procedure  in  connection  with  all 
prepaid  expenses. 

Where  there  is  a  possibility  of  property  being  destroyed  by  fire 
or  other  accidental  causes,  the  owner  should  be  protected  against 
such  loss  by  insurance.  To  secure  this  protection  it  is  necessary  to 
enter  into  a  contract  with  an  insurance  company  by  which  the 
company  agrees  to  indemnify  the  owner  in  case  of  loss  and  the 
latter  agrees  to  pay  the  former  a  certain  sum  in  return  for  the 
protection  afforded  by  this  contract.  This  contract,  which  is  a  more 
or  less  formal  document,  is  known  as  the  insurance  policy  and  the 
compensation  paid  to  the  company  to  induce  them  to  enter  into 
this  policy  is  known  as  the  insurance  premium.  The  insurance 
policy  is  made  for  a  definite  period  of  time,  usually  one  year,  and 
the  premium  is  payable  in  advance. 

Since  a  business  firm  usually  has  several  policies,  entered  into 
at  different  times,  with  different  companies,  and  covering  different 
risks,  it  is  desirable  to  have  them  entered  in  an  insurance  policy 
record  which  may  be  ruled  as  in  Illustration  No.  39. 
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Illustration  No.  39 — Left  Page  of  Insurance  Policy  Record 

At  the  time  the  insurance  policy  is  obtained  it  is  entered  in 
the  insurance  policy  record  and  the  amount  of  the  premium  applica- 
ble to  each  of  the  remaining  months  of  the  current  year  is  shown 
in  the  proper  column.  The  amount  not  chargeable  to  the  current 
fiscal  period  is  shown  in  the  last  column.  At  the  same  time  that 
the  policy  is  entered  in  the  insurance  policy  record  the  amount  of 
the  premium  paid  is  debited  to  a  Prepaid  Insurance  account. 

Prepaid  Insurance  Account 

The  purpose  of  the  Prepaid  Insurance  account  is  to  show  the 
cost  of  the  insurance  in  force.  It  is  charged  with  all  premiums  paid. 
At  the  end  of  the  month  the  amount  of  the  insurance  expired  is 
determined  by  obtaining  the  total  of  the  column  for  that  month  as 
shown  by  the  insurance  policy  record.  The  Prepaid  Insurance 
account  is  credited  for  the  amount  of  the  insurance  expired  and  the 
proper  expense  account  debited.  For  instance,  insurance  on  mer- 
chandise would  be  debited  to  Selling  Expenses,  on  delivery  equip- 
ment to  Delivery  Expenses,  and  on  buildings  and  office  equipment 
to  Administrative  Expenses.  The  debits  and  credits  to  the  Prepaid 
Insurance  account  may  be  stated  as  follows: 

Prepaid  Insurance 


Debit: 
With  all  amounts  paid  for  insurance 
premiums. 


Credit: 
With  insurance   premiums   refunded 

on  cancelled  policies. 
At  the  end  of  the  month  with  ex- 
pired insurance  as  shown  by  the 
1  insurance  policy  record. 

The  balance  of  this  account  after  the  credits  have  been  entered 
shows  the  amount  of  the  unexpired  insurance.  It  is  shown  on  the 
Balance  Sheet  as  a  deferred  charge  to  expense. 

At  the  beginning  of  the  next  year  the  insurance  policy  record 
will  be  ruled  so  as  to  close  out  the  amounts  of  the  previous  year  and 
the  unexpired  policies  will  be  entered  again  with  amounts  shown  in 
the  last  column  carried  forward  and  distributed  over  the  months  to 
which  they  pertain. 
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Illustration  No.  39 — Right  Page  of  Insurance  Policy  Record 

Office  Supplies  Account 

Office  supplies  may  include  such  items  as  stationery,  pencils, 
pens,  paper  clips,  etc.  The  purpose  of  the  account  with  Office  Sup- 
plies is  to  show  the  cost  of  such  articles  purchased,  the  amount 
used,  and  the  amount  on  hand  at  the  end  of  the  period. 

The  debits  and  credits  to  this  account  are  as  follows : 

Office  Supplies 

Debit:  Cbedit: 

With  the  cost  of  all  office  supplies        With    the  cost   of   all   the   supplies 
purchased  during  the  period.  used  during  the  period. 

At  the  time  this  account  is  credited  for  the  cost  of  supplies  used, 
some  expense  account,  generally  Administrative  Expense,  is  debited. 
Usually  it  is  difficult  to  keep  a  record  of  the  supplies  used,  so  ap 
inventory  is  taken  at  the  end  of  the  period  and  the  amount  of  the 
inventory  subtracted  from  the  debit  side  of  the  Office  Supplies 
account  to  obtain  the  cost  of  the  supplies  used.  The  amount  thus 
obtained  is  credited  to  the  account,  leaving,  therefore,  a  balance  in 
the  account  which  equals  the  inventory  on  hand.  This  balance  is 
shown  on  the  Balance  Sheet  as  a  deferred  charge  to  expense. 

Additional  Expense  Accounts 

As  indicated  by  the  introduction  in  the  preceding  discussion  of 
the  Salaries  of  Sales  Clerks  account,  the  employment  of  other  ex- 
pense accounts  than  those  discussed  in  Chapter  XXIII  may  often 
be  desirable.  For  instance,  the  salaries  of  sales  clerks  may  be 
recorded  in  the  Selling  Expense  account,  but  if  the  selling  expenses 
are  large  and  varied  it  may  be  desirable  to  have  an  analysis  of  them 
and  therefore  separate  accounts  such  as  the  Salaries  of  Sales  Clerks 
account  will  be  set  up.  From  henceforth  additional  expense  ac- 
counts will  be  introduced  from  time  to  time  in  the  discussions  and 
the  laboratory  exercises.  In  each  case  the  purpose  of  the  account 
and  its  classification  will  be  explained,  but  the  bookkeeping  details 
with  reference  to  its  construction  will  not  be  discussed. 
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QUESTIONS  FOB  CLASS  DISCUSSION 

.1 
On  December  1,  1919,  James  Arnold  receives  from  a  customer 
a  sixty-day  note  for  $500.00  with  interest  at  six  per  cent.    Explain 
the  entries  which  should  be  made  with  reference  to  this  note   if 
Arnold's  fiscal  period  ends  on  December  31st. 

2 
Explain  how  the  interest  accrued  on  this  note  will  be  shown  on 
the  Balance  Sheet  of  Arnold  made  on  December  31,  1919. 

3 
On  February  1st  the  customer  pays  Arnold  this  note  with  inter- 
est.    Explain  the  entries  which  will  be  made  on  this  date   and 
explain  the  method  employed  to  prevent  the  showing  of  the  total 
interest  received  as  an  earning  of  the  year  1920. 

4 
The  McNeal  Wholesale  Company  pay  their  sales  clerks  at  the 
end  of  each  two  weeks.  The  last  payment  was  made  on  December 
24th.  The  company's  fiscal  period  ends  on  December  31st.  Explain 
the  entries  which  will  be  necessary  in  connection  with  the  salaries 
of  sales  clerks  on  this  date. 

5 
Explain  the  method  of  showing  the  accrued  salaries  of  sales 
clerks  on  the  Balance  Sheet  and  the  Statement  of  Profit  and  Loss 
of  the  company  prepared  on  December  31st. 

6 
Explain  the  entries  which  should  be  made  after  the  closing  entries 
have  been  made  and  also  the  entries  which  will  be  made  when  the 
sales  clerks  are  paid  on  January  7th. 

7 
Explain  and  illustrate  the  meaning  of  deferred  charges  to  ex- 
pense. 

8 
The  Retail  Mercantile  Store  secures  a  three-year  insurance  policy 
on  its  merchandise  stock  on  July  1,  1919,  paying  in  advance  a  pre- 
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mium  of  $500.00.  Explain  the  entries  which  should  be  made  in 
connection  with  this  premium  at  the  end  of  the  fiscal  period,  Decem- 
ber 31,  1919. 

9 
The  Retail  Mercantile  Store  has  several  insurance  policies  cover- 
ing its  stock  in  trade,  furniture  and  fixtures,  store  building,  and 
delivery  equipment.  Explain  how  it  may  keep  a  record  so  as  to 
have  readily  available  such  detailed  information  as  it  desires  with 
reference  to  these  various  policies. 

10 
The  Adams  Mercantile  Company  have  in  the  past  maintained 
only  one  account  with  selling  expense  to  which  they  have  debited 
all  expenses  in  connection  with  the  sale  of  merchandise.  These 
expenses  have  now  become  so  numerous  that  the  company  decide 
that  it  is  desirable  to  have  an  analysis  made.  Explain  what  methods 
may  be  followed  so  that  the  accounts  will  provide  this  analysis. 
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LABORATORY  MATERIAL 
Practice  Set  No.  3 — Continued 

January  23 

Received  check  for  $64.00  from  W.  L.  Peterson,  Ogden,  in  pay- 
ment for  the  following  purchase  made  by  him  today :  2  doz.  No.  82 
pocket  knives  at  $17.00;  1  doz.  No.  2007  knives  and  forks,  $30.00. 

Enter  this  transaction  in  the  sales  book  and  cash  book.  In  the 
sales  book  write  ''cash"  instead  of  the  order  number.  It  will  not 
be  necessary  to  open  an  account  with  W.  L.  Peterson  in  the  sales 
ledger.  If  desired,  this  transaction  could  be  entered  in  the  cash 
book  only,  crediting  Sales  for  the  amount  of  the  cash  sale. 

Bought  of  Johnstown  Cutlery  Co.,  Johnstown,  terms  3%,  30-day 
Trade  Acceptance,  merchandise  per  purchases  invoice  No.  8,  $2,355.60. 

January  24 

Received  a  check  for  $20.00  from  the  Drexel  Storage  Company 
in  payment  for  packing  cases  which  we  sold  them. 

When  these  cases  were  purchased,  their  value  was  charged  to 
the  Shipping  Supplies  account.  It  is  assumed  that  these  cases  are 
sold  because  they  were  damaged  or  an  error  was  made  in  the  spec- 
ifications when  the  cases  were  purchased. 

Withdrew  $125.00  from  the*  bank  to  pay  the  following :  pay-roll 
for  the  week,  $75.00 ;  Long,  for  personal  use,  $25.00 ;  Humphrey,  for 
personal  use,  $25.00. 

Bought  of  J.  F.  Reinhart  Manufacturing  Co.,  Liberty  Mills, 
merchandise  per  purchases  invoice  No.  9,  terms  2/10,  n/60,  $1,083.60. 

January  26  • 

Accepted  30-day  trade  acceptance  payable  at  Merchants'  Na- 
tional Bank  in  payment  for  invoice  purchased  from  Johnstown  Cut- 
lery Co.,  January  23rd,  less  discount  as  per  terms. 

Gave  the  Williams  Printing  Company  a  check  for  $256.00  in 
payment  for  catalogs  printed  as  per  contract. 

Since  these  catalogs  will  be  mailed  out  at  once,  debit  Selling 
Expenses. 

Received  checks  as  follows:  T.  W.  Richardson,  in  payment  of 
merchandise  sold  him  January  14th ;  allowed  him  the  discount,  even 
though  the  discount  date  is  past;  W.  H.  Stevens,  in  payment  of 
merchandise  sold  him  January  16th,  less  discount. 

Sold  Gregg  Hardware  Company,  Rochester,  terms  2/10,  n/60, 
merchandise  as  per  carbon  copy  of  sales  invoice  No.  14,  $91.93. 
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January  27 

Gave  Paul  Humphrey  a  check  for  $46.00  in  payment  of  traveling 
expenses  incurred  in  selling. 

Returned  to  J.  P.  Reinhart  Manufacturing  Co.,  Liberty  Mills,  a 
part  of  the  merchandise  purchased  January  24th,  $69.60. 

Sold  T.  W.  Richardson,  Warren,  terms  2/10,  n/60,  merchandise 
as  per  carbon  copy  of  sales  invoice  No.  15,  $99.03. 

Received  check  for  $84.00  from  I.  W.  Allen,  Springfield,  in  pay- 
ment for  the  following  purchase  made  by  him  today :  2  doz.  No.  EE58 
shovels  at  $13.50 ;  1  doz.  No.  142  saw  sets,  $33.00 ;  6  kegs  No.  8  com- 
mon wire  nails  at  $4.00. 

January  28 

The  Gregg  Hardware  Company  claimed  that  some  of  the  post 
spades  which  we  sold  them  January  26th  were  defective,  and  that 
they  had  to  make  allowances  to  customers  to  whom  they  sold  them. 
We  allow  their  claim  for  $10.00  and  put  in  a  claim  for  that  amount 
against  the  J.  F.  Reinhart  Manufacturing  Co.,  from  whom  we 
bought  the  spades  January  24th.  Only  one  entry  is  required  at 
this  time. 

Sold  John  Hartman,  Grant  Park,  terms  2/10,  n/60,  merchandise 
as  per  carbon  copy  of  sales  invoice  No.  16,  $26.59. 

Bought  of  E.  C.  Simmons  Hardware  Company,  St.  Louis,  mer- 
chandise as  per  purchases  invoice  No.  10,  terms  2/10,  n/60,  $301.40. 

January  29 

Paid  Russel  Erwin  Co.,  for  merchandise  purchased  from  them 
January  19th,  less  credit  for  merchandise  returned  and  less  dis- 
count. 

Sold  N.  D.  Norris  &  Sons,  Kankakee,  terms  2/10,  n/60,  mer- 
chandise as  per  carbon  copy  of  sales  invoice  No.  17,  $76.30. 

Gave  Frank  Long  a  check  for  $35.00  to  cover  his  expenses 
incurred  on  a  purchasing  trip. 

Debit  Buying  Expenses. 

January  30 

Received  a  credit  bill  from  J.  F.  Reinhart  Mfg.  Co.  for  $10.00, 
amount  of  claim  which  we  put  in  on  the  28th. 

Sold  Lang  Brothers  Hardware  Company,  Crown  Point,  terms 
2/10,  n/60,  merchandise  as  per  carbon  copy  of  sales  invoice  No.  18, 
$74.29. 
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Received  check  from  A.  P.  Barlow  in  payment  of  merchandise 
sold  him  January  20th,  less  merchandise  returned  and  less  discount. 

Sold  A.  W.  White,  Paxton,  terms  2/10,  n/GO,  merchandise  as 
per  carbon  copy  of  sales  invoice  No.  19,  $37.65. 

January  31 

Sold  Central  Hardware  Co.,  555  Milton  St.,  City,  terms  2/10, 
n/60,  merchandise  as  per  carbon  copy  of  sales  invoice  No.  20, 
$41.38. 

Bought  of  E.  C.  Simmons  Hardware  Co.,  St.  Louis,  merchandise 
per  purchases  invoice  No.  11,  terms  2/10,  n/30,  $460.29. 

Gave  Sloan  Transfer  Co.  a  check  for  $103.95  in  payment  for  the 
following:  inward  freight  paid,  $58.25;  hauling  inward  freight, 
$21.00;  hauling  out  freight,  $24.70. 

Cashed  a  check  at  the  bank  to  pay  the  following:  weekly  pay 
roll,  $75.00;  Long,  $40.00  for  personal  use;  Humphrey,  $30.00  for 
personal  use. 

Paid  Henry  Disston  &  Co.  for  merchandise  purchased  from  them 
January  21st,  less  discount. 

Credit  Long  with  $175.00  and  Humphrey  with  $150.00,  salary  of 
each  for  the  month  of  January. 

Enter  in  the  journal;  debit  Administrative  Expenses  for  Long's 
salary,  and  Selling  Expenses  for  Humphrey 's  salary. 

Instructions:  1.  Prove  cash  (balance  $7,483.35)  and  rule  the 
cash  book. 

2.  Post  all  books  of  original  entry,  including  the  totals. 

3.  Take  a  Trial  Balance  of  the  general  ledger. 

4.  Make  a  list  of  the  Customers'  and  Creditors'  accounts  as 
shown  by  the  subsidiary  ledgers  and  compare  with  the  controlling 
accounts. 
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CHAPTER  XXVIII 
THE  ADJUSTING  AND  CLOSING  ENTBD5S 

Need  for  Consideration 

The  life  of  a  business  is  divided  into  certain  periods  of  time, 
known  as  fiscal  periods.  A  fiscal  period  may  be  any  length  of  time 
desired  and  in  practice  it  varies  from  one  month  to  one  year.  For- 
merly it  was  customary  to  make  the  fiscal  period  one  year.  The 
present  tendency  in  some  lines  of  business  is  to  make  it  a  shorter 
period  of  time.  At  the  end  of  the  fiscal  period  the  Balance  Sheet 
and  the  Statement  of  Profit  and  Loss  are  made  and  a  summary  of 
the  period's  operations  is  made  in  the  accounts.  Such  a  summary 
is  known  in  accounting  as  "closing  the  ledger/ ' 

Before  the  ledger  summary  is  made  it  is  necessary  to  make  cer- 
tain adjustments  in  order  that  the  accounts  may  reflect  the  correct 
financial  condition  of  the  business.  The  fixed  asset  accounts  must 
be  adjusted  to  show  the  depreciation  which  has  accumulated  during 
the  period;  the  estimated  loss  on  bad  debts  must  be  entered;  the 
accrued  income  and  accrued  expenses  must  be  recorded  and  the 
deferred  charges  to  expense  must  be  shown  in  the  proper  accounts. 
In  order  to  show  all  these  adjustments,  certain  adjusting  entries 
must  be  made  at  the  end  of  the  fiscal  period. 

The  Working  Sheet 

The  Trial  Balance  shows  the  condition  of  the  ledger  after  all 
the  current  transactions  of  the  period  have  been  entered.  After  the 
Trial  Balance  is  obtained,  the  adjustments  stated  in  the  preceding 
paragraph  must  be  made  before  the  Balance  Sheet  and  the  State- 
ment of  Profit  and  Loss  are  prepared  and  the  closing  entries  re- 
corded. In  order  to  make  these  adjustments  more  readily  the 
accountant  frequently  employs  the  working  sheet.  It  consists  of 
the  Trial  Balance  and  usually  six  additional  columns.  The  purpose 
of  these  columns  is  indicated  by  the  headings  shown  in  the  follow- 
ing form : 

Working  Sheet 


Trial  Balance 

Adjustments 

Profit  &  Loss 

Balance  Sheet 

Debits 

Credits 

Debits 

Credits 

Expenses 

Income 

Assets 

Liabilities 

1 
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The  first  two  columns  show  the  Trial  Balance  as  taken  from  the 
books.  The  next  two  columns  headed  "Adjustments"  show  the 
adjustments  necessary  to  make  the  accounts  reflect  the  present 
financial  condition  of  the  business.  The  two  columns  headed  "Profit 
and  Loss"  show  the  accounts  which  will  appear  on  the  Statement 
of  Profit  and  Loss,  and  the  last  two  columns  show  the  items  which 
will  appear  on  the  Balance  Sheet. 

Illustration  of  the  Working  Sheet 

In  order  to  illustrate  the  use  of  the  Working  Sheet  the  following 
Trial  Balance  is  given : 

W.  H.  SPENCER 
Trial  Balance,  December  31,  19a 


Gash 

Notes   Receivable 

Accounts  Receivable 

Reserve  for  Bad  Debts 

Merchandise  Inventory 

Furniture  and  Fixtures 

Reserve  for  Depreciation  of  Furniture  &  Fixtures 

Buildings 

Reserve  for  Depreciation  of  Buildings 

Land 

Notes  Payable 

Accounts  Payable 

W.  H.  Spenecr,  Proprietor 

W.  H.  Spencer,  Personal 

Sales 

Purchases 

Buying  Expenses 

Delivery  Expenses 

Selling  Expenses 

Administrative  Expenses 

Insurance 

Office  Supplies 

Purchases  Discount 

Sales  Discount 

Interest  Earned 

Interest  Paid 


$450 

200 

3,846 

4,200 
800 

2,200 

1.200 


120 

11,000 

408 

749 

1,940 

2,264  20 


380 
105 

471 

148 


$30,482 


40 


$38000 


16000 


220 


00 


1,640  00 


2,600 
7,116 

18,000 


340 


$30,482  40 


80 
60 

00 


00 
00 


Supplementary  Data 

1.  Inventories 

Merchandise  Inventory,  December  3,  1920,  $4,860.00 

2.  Depreciation 

Furniture  and  Fixtures,  10% 
Buildings,  5% 

3.  Deferred  Charges 

Insurance  Unexpired,  $84.00 
Office  Supplies,  $57.00 
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Accrued  Income 

Interest  on  Notes  Receivable,  $3.20 
Accrued  Expenses 

Salaries  of  Sales  Clerks,  $52.00 
Reserve  for  Bad  Debts 

One  Per  Cent,  of  Accounts  Receivable 


The  Adjusting  Entries 

The  entries  necessary  to  make  the  adjustments  required  to  give 
effect  to  the  supplementary  data  stated  above  are  as  follows : 

December  31,  19a 


Purchases 

Merchandise  Inventory 
To  close  the  beginning  inventory  into  Pur- 
chases account. 

31 
Merchandise  Inventory 
Purchases 
To  enter  the  inventory  of  December  31, 1920. 
31 
Administrative   Expenses 

Reserve    for    Depreciation    of   Furniture 

and  Fixtures 
Reserve  for  Depreciation  of  Buildings. 
To  enter  yearly  depreciation  on  furniture 
and    fixtures   and    buildings. 
31 
Administrative  Expenses 
Insurance 
To  enter  the  insurance  expired  during  the 
year. 

31 
Administrative  Expenses 
Office  Supplies 
To  charge  to  administrative  expenses  the 
value  of  office  supplies  used  during  the 
year. 

31 
Interest   Accrued   on   Notes    Receivable 
Interest  Received 
To   record   the   interest   accrued   on   notes 
receivable. 

31 
Selling  Expenses 
Wages  Accrued 
To  record  accrued   wages  of  sales  clerks. 
31 
Selling  Expenses 

Reserve  for  Bad  Debts 
To  record  the  estimated  loss  on  uncollect- 
ible accounts. 


$  4,200 


4,860 


190 


296 


00 


48 


52 


38 


00 


00 


00 


00 


20 


00 


46 


$  4,200 


4,860 


8000 


110 


00 


00 


296 


48 


52 


38 


00 


00 


00 


20 


00 


46 


When  these  entries  have  been  posted  to  the 
will  appear  as  in  Illustration  No.  40. 


Working  Sheet,  it 
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The  Statement  of  Profit  and  Loss 

After  the  adjusting  entries  are  posted  to  the  adjustment  columns 
of  the  Working  Sheet  the  items  representing  expenses  and  incomes 
are  extended  into  the  columns  headed  "Profit  and  Loss,"  and  the 
items  representing  assets,  liabilities,  and  proprietorship  are  ex- 
tended into  the  columns  headed  "Balance  Sheet.' '  From  the  items 
appearing  in  the  "Profit  and  Loss"  columns,  a  Statement  of  Profit 
and  Loss  can  be  prepared  which  will  be  as  follows : 


w.  h.  apncsR 

Statement  of  Profit  and  Loss  for  Year  Baaing  Deoember  SI,  198.. 


r 


Coat  of  Goods  Sola: 
Inventory  Jan.  1,  198 . 
Purohasee  ••• 


Inventory  Deo.  31,  192,  • 
Gross  Profit  on  Sales 

Operating  Expenses t 

Baying  Expenses  ... 

Delivery  Expenses ••••• 

Sailing  Bxpensss  • 

Administrative  Bxpeneee 

Total  Operating  Expenses  .. 
not  Operating  Profit  . 

Other  Inoome: 

Porohasee  Dleoount  

Interest  ReoeivoA  

Oross  Inoome  ... 


4800 
11000 


16800 
4660 


408 

749 
8080 
8796 


Doduotions  from  Inoome: 
Sales  Disooiwt  ....... 

Interest  Paid  

let  Inoome 


840 
_21 


471 
.lifi. 


18000 


00 


«- 


1678 


64 


8041 


i» 


60 


84" 


Statement  of  Profit  and  Loss  prepared  from  the  Working  Sheet 
Illustrated  on  Page  382 

In  the  preceding  chapters  the  discussion  of  the  Balance  Sheet 
appears  first,  and  the  Statement  of  Profit  and  Loss  second.  In  this 
discussion  the  order  is  reversed.  The  arrangement  in  this  discussion 
is  not  intended  to  fix  the  order  in  which  these  are  to  be  prepared. 
Since  the  facts  shown  on  the  Working  Sheet  are  used  in  the  prepara- 
tion of  these  statements,  the  accountant  can  take  his  choice  as  to 
which  he  wishes  to  prepare  first.  When  the  final  reports  are  pre- 
sented to  the  management,  it  is  customary  to  place  the  Balance 
Sheet  first. 
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The  Balance  Sheet 

A  Balance  Sheet,  in  report  form,  prepared  from  the  items 
in  the  "Balance  Sheet"  columns  of  the  Working  Sheet,  will 
appear  as  in  the  illustration  below.  As  stated  in  the  paragraph  at 
the  bottom  of  page  383,  the  Balance  Sheet  may  be  prepared  first  if 
the  accountant  so  desires. 


W.  H.  SPRUCES 
Balance  Sheet,  Deocuber  31,  192 •• 


Assets 

Current  Assets: 

Cash 

Botes  Reoeirafcle 

Aooounte  Reoeirable  ••••• 8846.00 

Leas:  Reserve  for  Bed  Beets  416.46 

Merchandise  Inventory 

Int.  aoorued  on  lotee  Reoeirafcle  ••••••••••• 

Total  Current  Assets ••• 

Fixed  Aeeete: 

Pornitnre  and  Pixturee ••  8d0.00 

Leee:  Reeerre  for  Depredation  ...»  840. 

Building 2200.00 

Lees i  Reeerre  for  Depreciation  ....  880.00 

Land  ••••••••••••••••••.•••••••••••• • 

Total  Placed  Assets 

Deferred  Charge e  to  Kxpenset 

Office  9npplies  

Prepaid  Insuranoe ••••• 

Total  Deferred  Charges  to  Expense 
Total  Assets  

llafcllltloe  and  Proprietorship 

Current  Liabilitiee: 

lotee  Payable 

Aoeonnte  Payable  ♦. ••••••• 

loomed  Wages  ••••••••• ••••••••. 

Total  Current  Liabilities 

Proprietorship  i 

W.  H.  9penoera  Proprietor  « 

Total  Liabilities  and  Proprietorship 


450 
200 

3427 

4660 

2, 


660 


18T0 
1200 


67 
84 


1640 

2600 

g* 


00 


6940 


3680 


TI? 


4292 


6418 


12711 


74 


00 


«- 


80 


74 


Balance  Sheet  prepared  from  the  Working  Sheet 
Illustrated  on  Page  382 

The  Closing  Entries 

The  entries  necessary  to  provide  a  summary  of  the  operations 
of  the  period  as  indicated  by  the  Working  Sheet  and  the  Statement 
of  Profit  and  Loss  of  Spencer  are  shown  in  the  illustration  at  the 
top  of  page  385. 
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385 


December  31.  19* 


Sales 

Purchases 
To  transfer  the  cost  of  goods  sold  to  the 
Sales   account. 

31 
Sales 

Profit  and  Loss 
To   transfer   the  gross   profit  on   sales   to 
the  Profit  and  Loss  account. 
31 
Profit  and  Loss 

Buying  Expenses 
Delivery  Expenses 
Selling  Expenses 
Administrative  Expenses 
To    close   the   operating   expense   accounts 
into  the  Profit  and  Loss  account. 
31 
Purchases  Discount 
Interest  Received 
Profit  and  Loss 
To  close  the  non-operating  income  accounts 
into  the  Profit  and  Loss  account. 
31 
Profit  and  Loss 
Sales   Discount 
Interest  Paid 
To  close  the  non-operating  expense  accounts 
into  the  Profit  and  Loss  account. 
31 
Profit  and  Loss 

W.  H.  Spencer,  Proprietor 
To  transfer   the  net  profit  for  the  fiscal 
period  to  the  Proprietor's  account. 
31 
W.  H.   Spencer,  Proprietor 
W.   EL   Spencer,  Personal 
To  transfer  the  Personal  account  of   the 
proprietor  to  his  Capital  account. 


10^40 


7,660 


00 


00 


5,986 


340 

28 


619 


1,422 


120 


50 


34 


00 


10340 


7,660 


408 

749 

2,030 

2,798 


00 


471 
148 


1,422 


12000 


00 


70 
00 
46 
20 


20 


50 
00 


34 


If  the  foregoing  entries  are  posted  to  Spencer's  ledger  and  the 
accounts  which  balance  properly  ruled,  only  the  asset  accounts,  the 
liability  accounts,  and  the  Proprietor's  account  will  remain  open. 
These  accounts  should  correspond  exactly  with  the  Balance  Sheet 
shown  on  page  384. 

The  Post-Closing  Entries 

In  Chapter  XXV  it  has  been  explained  that,  after  the  ledger 
has  been  closed  at  the  end  of  the  fiscal  period,  it  is  customary  to 
transfer  the  accrued  income  accounts  and  accrued  expense  accounts 
to  the  income  and  expense  accounts  to  which  they  pertain.  In  the 
ledger  of  W.  H.  Spencer  there  appears  one  accrued  income  account, 
Interest  Accrued  on  Notes  Receivable,  and  one  accrued  expense 
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account,  Accrued  Wages, 
accounts  are  as  follows: 


The  entries  necessary  to  close  these  two 


December  31,  19a 


Interest  Earned 

Interest  Accrued  on  Notes  Receivable 
To  close  the  interest  accrued  on  notes  re- 
ceivable into  the  Interest  Earned  ac- 
count. 

31 
Wages  Accrued 

Selling   Expenses 
To  close  the  Wages  Accrued  aocdunt  into 
the    Selling   Expenses   account. 


52 


20 


00 


52 


20 


00 


The  Post-Closing  Trial  Balance 

At  the  end  of  the  fiscal  period  the  equality  of  the  debits  and 
credits  in  the  ledger  is  established  by  the  Trial  Balance.  The  ad- 
justing, closing,  and  post-closing  entries  are  then  made.  If  these 
entries  are  made  correctly  the  equilibrium  of  debits  and  credits 
should  not  be  disturbed,  since  each  entry  consists  of  equal  debits 
and  credits.  In  order  to  prove  the  accuracy  of  these  entries  it  is 
customary  to  take  a  second  Trial  Balance  which  is  termed  a  post- 
closing  Trial  Balance.  The  post-closing  Trial  Balance  of  W.  H. 
Spencer  will  be  as  follows : 

W.  H.  SPENCER 
Post-Closing  Trial  Balance,  December  31,  199 


Cash 

450 

00 

Notes   Receivable 

200 

00 

Accounts    Receivable 

3,846 

00 

Reserve    for    Bad    Debts 

418 

46 

Merchandise    Inventory 

4,860 

00 

Furniture  and  Fixtures 

800 

00 

Reserve  for  Depreciation  of  Furniture  &  Fixtures 

240 

00 

Buildings 

2200 

00 

Reserve    for   Depreciation    of    Buildings 

330 

00 

Land 

1,200 

00 

Notes  Payable 

. 

1,040 

00 

Accounts  Payable 

2,000 

00 

W.  H.   Spencer,  Proprietor 
Selling  Expenses 

8,418 

94 

62 

00 

Office  Supplies 

67 

00 

Insurance 

84 

00 

Interest  Earned 

3 

20 

13,700 

20 

13s700 

20 

After  the  post-closing  Trial  Balance  is  made  the  ledger  is  ready 
to  receive  the  transactions  for  the  next  fiscal  period. 
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QUESTIONS  FOB  CLASS  DISCUSSION 

1 
The  Jones  Mercantile  Company  own  the  building  in  which  their 
business  is  conducted.  They  maintain  a  delivery  service,  receive 
occasional  notes  from  customers  in  payment  of  accounts,  and  issue 
notes  through  their  local  bank  in  order  to  obtain  funds  with  which 
to  pay  creditors.  State  the  items  on  their  Trial  Balance  in  con- 
nection with  which  adjustments  will  probably  have  to  be  made  at 
the  end  of  the  fiscal  period. 

2 

If  these  adjustments  become  quite  numerous,  what  method  may 
be  followed  in  order  to  facilitate  the  making  of  them? 

3 

Explain  the  construction  and  use  of  the  Working  Sheet. 

4 
At  the  end  of  the  fiscal  period  there  is  accrued  interest  of  $5.20 
on  notes  which  The  Jones  Merchandise  Company  have  issued  to 
their  local  bank.  Explain  the  entries  which  will  be  made  to  record 
this  accrued  interest  and  how  this  item  will  be  shown  on  the  Balance 
Sheet  and  Statement  of  Profit  and  Loss. 

5 

At  the  end  of  their  fiscal  year  the  Company  estimate  that  their 
furniture  and  fixtures  have  depreciated  $90.00  during  the  year  and 
that  their  building  has  depreciated  $150.00.  Explain  the  entries 
which  will  be  made  to  record  Jhis  depreciation. 

6 

Explain  how  the  depreciation  on  the  furniture  and  fixtures  and 
on  the  buildings  of  The  Jones  Mercantile  Company  will  be  shown 
on  their  Balance  Sheet  and  Statement  of  Profit  and  Loss. 

.    7 
The  Jones  Mercantile  Company  have  accrued  wages  to  sales 
clerks  to  the  amount  of  $48.00  at  the  end  of  the  fiscal  period.    Ex- 
plain the  entries  necessary  to  record  this  at  the  end  of  the  fiscal 
period. 
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8 
Explain  the  method  of  showing  these  accrued  wages  on  the 
Balance  Sheet  and  the  Statement  of  Profit  and  Loss. 

9 

Explain  and  illustrate  the  purpose  and  method  of  making  the 
post-closing  entries. 

10 
Explain  the  purpose  of  the  post-closing  Trial  Balance. 

11 
At  the  time  of  closing  the  books  of  the  King  Mercantile  Company 
on  December  31,  1919,  the  following  adjustments  are  necessary: 

(1)  A  reserve  for  depreciation  on  buildings  is  to  be  set  aside  for 
the  year  equal  to  two  per  cent,  of  the  cost,  $20,000.00. 

(2)  Office  furniture  costing  $800.00  was  purchased  on  July  1, 
1918.  It  is  estimated  that  it  will  be  of  service  for  ten  years  from 
date  of  purchase  and  will  have  a  scrap  value  of  $50.00. 

(3)  Interest  accrued  to  date  on  notes  receivable  amounts  to  $6.85. 

(4)  Interest  accrued  to  date  on  notes  payable  amounts  to  $17.90. 

(5)  On  July  1,  1919,  $150.00  of  stationery  was  purchased  and 
charged  to  Office  Supplies  account.  One-half  of  this  stationery  is  on 
hand  at  the  end  of  the  year. 

(6)  Insurance  on  building  was  taken  out  July  1st,  for  a  period 
of  one  year,  the  premium  being  $80.000 ;  when  paid  the  premium  was 
debited  to  Prepaid  Insurance. 

(7)  On  November  1st  the  firm's  note  for  $2,000.00  was  difr- 
counted  at  the  Mercantile  Trust  Company  at  six  per  cent,  for  ninety 
days. 

(8)  The  wages  accrued  from  the  last  pay-day  amount  to  $360.00. 
One-half  of  this  is  chargeable  to  Administrative  Expenses,  one- 
fourth  to  Selling  Expenses  and  one-eighth  to  Buying  and  Delivery 
Expenses  respectively. 

(9)  The  inventory  of  merchandise  on  December  31,  1919,  is 
$6,240.00. 

(10)  The  loss  on  bad  debts  for  the  past  three  years  has  averaged 
one  per  cent,  of  sales.    The  sales  for  the  year  are  $100,000.00. 

Give  the  entries  which  will  be  necessary  to  make  these  adjust- 
ments. 
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LABORATORY  MATERIAL 

Practice  Set  No.  3— Continued 

Transactions  for  February 

February  2 

Employed  E.  D.  Carpenter  as  traveling  salesman  at  a  salary  of 
$40.00  a  week  and  expenses.  Advanced  him  $100.00  for  traveling 
expenses. 

Debit  E.  D.  Carpenter.  His  account  will  be  credited  as  he  re- 
ports the  money  expended.    Add  his  name  to  the  pay  roll  list. 

Sold  T.  W.  Richardson,  Warren,  terms  2/10,  n/60,  merchandise 
as  per  carbon  copy  of  sales  invoice  No.  21,  $95.68. 

Purchased  for  cash  from  the  Dawson  Mfg.  Co.  one  No.  5  saddle 
for  $30.00,  less  5%,  as  per  our  purchases  invoice  No.  12.  This  pur- 
chase was  made  by  request  of  T.  W.  Richardson,  and  the  saddle 
was  included  in  the  merchandise  shipped  him  today,  and  billed  at 
$30.00. 

Enter  in  the  purchases  book  and  cash  book.  The  discount  is 
entered  in  the  cash  book  in  the  same  manner  as  other  discounts  on 
purchases.  It  will  not  be  necessary  to  open  an  account  with 
Dawson  Mfg.  Co. 

Received  check  from  Fred  Dole,  in  payment  of  merchandise  sold 
him  January  22nd,  less  discount. 

February  3 

Gave  Dunham  Advertising  Agency  a  check  for  $100.00  to  apply 
on  advertising  contract.  See  entry  for  first  payment  on  contract, 
January  7th. 

Gave  checks  in  payment  of  January  bills  as  follows:  City  Gas 
&  Electric  Co.,  light,  $22.60;  People's  Title  &  Trust  Co.,  rent, 
$150.00;  Bell  Telephone  Co.,  telephone  service  and  telegrams,  $26.85; 
Hydrox  Co.,  water,  $3.00. 

Sold  A.  L.  Burton,  Elgin,  terms  2/10,  n/60,  merchandise  as  per 
carbon  copy  of  our  sales  invoice  No.  22,  $70.69. 

Paid  J.  F.  Reinhart  Mfg.  Co.  for  merchandise  purchased  from 
them  January  24th,  less  returns  and  rebate,  and  less  discount. 
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February  4 

Gave  Seitz  Commercial  Photography  Co.  a  check  for  $40.00,  in 
payment  for  work  in  connection  with  our  catalog. 

Debit  Selling  Expenses. 

T.  W.  Richardson  returned  for  credit  the  following  merchandise 
sold  him  February  2nd :   Yi  dozen  E0255  furnace  scoops,  $4.00. 

Sold  J.  B.  Stebbins  &  Co.,  1121  Sherman  Ave.,  City,  terms 
2/10,  n/60,  merchandise  as  per  carbon  copy  of  sales  invoice  No.  23, 
$61.25. 

February  5 

Sold  Gregg  Hardware  Company,  Rochester,  terms  2/10,  n/60, 
merchandise  as  per  carbon  copy  of  sales  invoice  No.  24,  $97.87. 

Sold  E.  W.  Burke  &  Company,  Wheaton,  terms  3%,  30-day 
Trade  Acceptance,  merchandise  as  per  carbon  copy  of  sales  invoice 
No.  25,  $185.34. 

Received  checks  as  follows :  Gregg  Hardware  Company,  in  pay- 
ment of  merchandise  sold  them  January  26th,  less  credit  allowed 
for  defective  spades  and  less  discount ;  T.  W.  Richardson,  Warren, 
in  payment  of  merchandise  sold  him  January  27th,  less  discount. 

February  6 

Purchased  from  Wickwire  Brothers,  Cleveland,  merchandise  per 
our  purchases  invoice  No.  13,  terms  2/10,  n/60,  $385.00. 

Sold  Lang  Brothers  Hardware  Co.,  Crown  Point,  terms  2/10, 
n/60,  merchandise  as  per  carbon  copy  of  sales  invoice  No.  26, 
$62.37. 

February  7 

Received  check  from  John  Hartman,  in  payment  of  merchandise 
sold  him  January  28th,  less  discount. 

Received  from  E.  W.  Burke  &  Co.  a  30-day  trade  acceptance, 
accepted  February  6th,  payable  at  the  City  National  Bank  of 
Wheaton,  in  payment  for  merchandise  shipped  them  February  5th. 

Cashed  a  check  for  $170.00  to  pay  the  following:  weekly  pay- 
roll, $115.00;  Humphrey,  for  personal  use,  $30.00;  Long,  for  per- 
sonal use,  $25.00. 

Gave  E.  C.  Simmons  Hardware  Company  a  check  in  payment  of 
merchandise  purchased  January  28th  and  31st,  less  discount. 

Sold  A.  P.  Barlow,  Gilman,  terms  2/10,  n/60,  merchandise  as 
per  carbon  copy  of  sales  invoice  No.  27,  $38.28. 
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February  9 

Received  checks  as  follows:  N.  D.  Norris  &  Sons,  in  payment 
for  merchandise  sold  them  January  29th,  less  discount;  Lang 
Brothers  Hardware  Co.,  in  payment  for  merchandise  sold  them 
January  30th,  less  discount;  A.  W.  White,  in  payment  for  mer- 
chandise sold  him  January  30th,  less  discount. 

E.  D.  Carpenter  reports  traveling  expenses  for  the  week,  $32.50. 
Debit  Selling  Expenses  and  credit  E.  D.  Carpenter. 

Cashed  a  check  for  $10.00  and  purchased  stamps  to  be  used  in 
mailing  catalogs. 

Debit  Selling  Expenses. 

Sold  John  Hartman,  Grant  Park,  terms  2/10,  n/60,  merchandise 
per  carbon  copy  of  sales  invoice  No.  28,  $66.28. 

February  10 

Received  an  invoice  from  the  Muskegon  Motors  Company  for  a 
two-ton  truck  which  we  purchased  from  them,  price  $1,375.00,  de- 
livered, terms  30-day  trade  acceptance. 

Enter  in  journal. 

Returned  to  Wickwire  Brothers  5  kegs  of  No.  16  common  nails 
purchased  from  them  February  6th,  at  $3.00  per  keg. 

Sales  of  merchandise,  on  account,  as  follows: 

Lewis  Hardware  Company,  Centralia,  terms  2/10,  n/60,  mer- 
chandise as  per  carbon  copy  of  our  sales  invoice  No.  29,  $47.84. 

Fred  Dole,  Clinton,  terms  2/10,  n/60,  merchandise  as  per  carbon 
copy  of  sales  invoice  No.  30,  $63.75. 

A.  W.  White,  Paxton,  terms  2/10,  n/60,  merchandise  as  per 
carbon  copy  of  sales  invoice  No.  31,  $46.80. 

February  12 

Received  check  from  T.  W.  Richardson,  in  payment  of  merchan- 
dise sold  him  February  2nd,  less  return,  and  less  discount. 

Contracted  with  Henry  Wilson  for  garage  space  for  our  truck 
at  $25.00  a  month,  beginning  February  13th.  Gave  him  a  check 
for  $12.50,  in  payment  for  the  remainder  of  February. 

Debit  Delivery  Expenses. 

Sold  Jackson  Hardware  Company,  Jackson,  terms  3%,  30-day 
trade  acceptance,  merchandise  as  per  carbon  copy  of  sales  invoice 
No.  32,  $56.28. 
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February  13 

The  motor  truck  purchased  February  10th  has  been  delivered 
and  trade  acceptance  accepted  as  per  terms. 

Received  a  check  from  A.  L.  Burton,  in  payment  for  merchan- 
dise sold  him  February  3rd,  less  discount. 

Gave  the  International  Lloyda  Co.  a  check  for  $24.00  in  payment 
of  premium  for  one  year's  insurance  on  the  motor  truck  at  the 
rate  of  $24.00  a  year. 

Debit  Prepaid  Insurance. 

Sold  Victor  Price  &  Co.,  Galesburg,  terms  2/10,  n/60,  merchan- 
dise as  per  carbon  copy  of  sales  invoice  No.  33,  $31.18. 

Gave  the  Merchants'  National  Bank  a  check  in  payment  for 
trade  acceptance,  accepted  January  14tji. 

February  14 

Received  check  from  J.  B.  Stebbins  &  Co.,  in  payment  of  mer- 
chandise sold  them  February  4th,  less  discount. 

Bought  from  J.  F.  Reinhart  Manufacturing  Co.,  Liberty  Mills, 
merchandise  per  our  purchases  invoice  No.  14,  terms  2/10,  n/60, 
$604.20. 

Withdrew  $175.00  from  the  bank  to  pay  the  following:  weekly 
pay-roll,  $115.00;  Humphrey  and  Long,  each,  $30.00  for  personal 
use. 

Received  a  30-day  trade  acceptance  from  Jackson  Hardware  Co., 
accepted  February  13th,  payable  at  Merchants'  Bank  of  Jackson,  in 
payment  of  merchandise  sold  them  February  12th,  as  per  terms. 

Sold  W.  H.  Stevens,  McHenry,  terms  2/10,  n/60,  merchandise 
as  per  carbon  copy  of  sales  invoice  No.  34,  $56.98. 

Prove  cash  (balance  $3,672.99).    Post  all  entries  to  date;  do  not 
post  the  totals. 

(Continued  on  Page  406) 
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CHAPTER  XXIX 
CONSIGNMENTS  AND  C.  0.  D.  SHIPMENTS 

Definition 

When  a  merchant  ships  goods  to  another  party  to  be  sold  by  him 
for  the  account  of  the  shipper,  the  transaction  is  called  a  consign- 
ment. More  technically  a  consignment  may  be  defined  as  "goods 
delivered  by  the  party  of  the  first  part  to  the  party  of  the  second 
part  for  the  purpose  of  sale  by  the  party  of  the  second  part  for 
account  of  the  party  of  the  first  part."  It  will  be  seen  from  the 
definition  that  two  parties  are  involved  in  a  consignment.  The 
party  who  ships  or  consigns  the  goods  is  known  as  the  consignor, 
and  the  party  who  receives  the  goods  for  sale  is-  known  as  the 
consignee.  Goods  sent  on  consignment  are  termed  consignments-out 
by  the  consignor,  and  are  termed  consignments-in  by  the  consignee 
when  received  by  him.  Sometimes  consignments-out  are  called 
shipments. 

Relation  of  Consignor  and  Consignee 

With  reference  to  their  dealings  with  each  other,  the  consignor 
and  consignee  have  the  relation  of  principal  and  agent  and  their 
actions  are  governed  by  the  general  rules  of  the  law  of  agency. 
Each  must  comply  with  the  contract  which  exists  between  them,  and 
in  the  absence  of  a  specific  contract  they  are  governed  by  the  trade 
customs  of  the  business  in  which  they  are  engaged.  The  consignee, 
as  agent  of  the  consignor,  must  comply  with  the  instructions  of  the 
latter  so  long  as  they  are  not  inconsistent  with  the  terms  of  their 
contract  or  the  customs  of  the  trade. 

With  reference  to  the  goods  the  relation  between  the  consignor 
and  the  consignee  is  that  of  bailor  and  bailee  and  is  governed  by 
the  general  rules  of  the  law  of  bailments.  Barring  specific  instruc- 
tions or  specific  contract  agreements,  the  consignee  may  conduct 
the  consignment  transactions  for  his  principal  on  the  same  basis 
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and  in  the  same  general  manner  as  he  would  conduct  them  if  the 
goods  were  his  own.  He  is  expected  to  exercise  the  same  care  in 
handling  the  goods  as  if  they  were  his  own.  So  long  as  any  part 
of  the  goods  remain  in  the  possession  of  the  consignee  he  must 
exercise  ordinary  diligence  in  protecting  and  safeguarding  them. 
He  is  not  liable,  however,  for  damage  from  unavoidable  causes  such 
as  cyclones,  destruction  by  unavoidable  fire,  and  similar  causes. 
What  constitutes  due  diligence  on  the  part  of  the  consignee  de- 
pends on  the  nature  of  the  goods  and  the  circumstances  of  the 
particular  case.  In  general,  the  consignee  is  required  to  exercise  the 
same  degree  of  diligence  in  safeguarding  the  goods  of  his  principal 
as  an  ordinary  reasonable  man  would  use  in  safeguarding  his  own 
goods. 

The  agent  must  keep  the  goods  of  his  principal  separate  from 
his  own  goods  and  also  the  goods  received  from  other  consignors. 
If  he  mixes  the  goods  of  his  principal  with  his  own  he  does  so  at  his 
peril.  For  instance,  under  such  circumstances  in  case  of  partial 
loss  the  agent  may  be  compelled  to  bear  the  entire  loss  on  the 
assumption  that  the  goods  destroyed  are  his  and  not  those  of  his 
principal,  since  he  is  unable  to  designate  the  latter. 


Consignee's  Lien  on  Consigned  Goods 

The  consignee  usually  pays  certain  expenses  in  connection  with 
the  goods  which  he  receives  from  the  consignor.  These  include  such 
items  as  freight,  insurance,  duty,  handling  charges,  etc.  The  con- 
signee in  some  cases  makes  advances  or  payments  to  the  consignor 
prior  to  the  sale  of  the  goods.  For  all  legitimate  expenses  incurred 
by  the  consignee  and  for  all  advances  made  to  the  principal  he  has 
a  lien  on  the  consigned  goods.  The  consignor  can  not  reclaim  the 
consigned  goods  until  he  has  satisfied  the  claims  which  the  con- 
signee has  against  them. 

The  consignee  usually  receives  a  commission  in  payment  for  his 
services  in  selling  the  goods.  When  the  goods  are  sold  he  has  the 
right  to  deduct  from  the  proceeds  all  expenses  incurred  in  connec- 
tion with  them  and  his  commission,  before  remitting  to  the  con- 
signor. If  the  goods  do  not  sell  for  sufficient  to  pay  the  expense 
incurred  in  connection  with  them  the  consignee  has  a  claim  against 
the  consignor  for  the  difference.  It  may  be  well  to  mention  that 
the  commission  of  the  consignee  is  calculated  on  the  gross  sales  and 
not  on  the  net  proceeds  of  the  sales. 
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Advantages  of  Consignments 

The  practice  of  selling  goods  by  means  of  consignments  is  not 
as  prevalent  at  present  as  it  was  formerly,  but  it  still  prevails  in 
some  lines  of  business.  Most  of  the  live  stock  which  is  shipped  to 
the  stockyards  in  the  large  cities  is#  shipped  on  consignment.  A 
considerable  portion  of  the  produce  shipped  to  the  city  markets 
is  sold  in  the  same  manner.  In  some  lines,  for  instance  the  live 
stock  market,  the  present  method  of  selling  on  consignment  is  due 
in  large  part  to  the  circumstances  existing  at  the  time  the  live  stock, 
markets  were  first  established.  It  has  been  the  custom  of  the 
trade  for  so  long  that  it  continues  after  the  original  circumstances 
have  changed. 

In  many  lines  of  business,  however,  the  consignment  method  of 
sale  offers  certain  advantages  to  one  or  both  parties.  The  con- 
signor retains  title  to  the  goods  until  they  are  sold,  and  this  may  be 
an  advantage  in  case  the  credit  rating  of  the  consignee  is  doubtful. 
At  the  present  time  when  credit  information  is  readily  available 
this  is  not  as  important  as  formerly.  In  the  case  of  perishable 
goods  it  is  an  advantage  to  the  consignee  to  receive  them  on  con- 
signment, since  it  enables  him  to  shift  all  damages  in  connection 
with  the  goods  on  to  the  consignor.  In  some  lines  of  goods,  like 
cigars,  new  brands  are  received  on  consignment  while  their  merit 
is  being  determined,  and  this  enables  the  dealer  to  shift  to  the 
producer  the  risk  in  connection  with  the  attempt  to  introduce  a  new 
brand.  As  a  consequence,  it  makes  it  necessary  for  the  producer 
not  only  to  produce  an  article  of  merit,  but  also  to  advertise  it  suf- 
ficiently to  create  a  demand  for  it. 

The  Account  Sales 

After  the  consignee  has  sold  the  goods  received  from  his  prin- 
cipal, it  is  necessary  that  he  render  an  accounting  with  reference  to 
the  sale.  This  accounting  is  usually  rendered  by  means  of  a  report 
known  as  an  account  sales.  The  account  sales  is  somewhat  similar 
in  form  to  an  invoice  and  contains  a  summarized  statement  of  all 
transactions  pertaining  to  a  particular  consignment.  It  shows  the 
quantity  of  the  goods  received,  the  sales  made,  the  expenses  in- 
curred, and  the  balance  or  net  proceeds.  The  disposition  of  the 
proceeds  is  also  indicated,  whether  remittance  is  being  made  or  the 
amount  placed  to  the  credit  of  the  consignor.  The  form  of  an 
account  sales  is  shown  in  Illustration  No.  41. 
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Illustration  No.  41 — Account  Sales 
Accounting  for  Consignments 

Different  methods  are  used  in  the  recording  of  consignments, 
but  the  differences  are  in  the  main  a  matter  of  form,  the  final  result 
being  the  same.  In  the  discussion  which  follows  only  one  method 
of  recording  consignments  is  discussed  and  illustrated.  It  is  thought 
that  it  might  be  confusing  to  the  beginning  student  if  the  various 
methods  were  discussed  at  this  time.  Later  in  the  chapter  refer- 
ences are  given  where  full  discussions  may  be  obtained. 

The  Consignor's  Record 

The  chief  interest  of  the  consignor  is  to  determine  the  net  pro- 
ceeds of  the  consignment.  At  the  time  the  goods  are  shipped  there 
is  no  change  in  his  financial  condition  unless  certain  expenses  are 
incurred  in  connection  with  the  shipment.  The  consignor  still 
retains  title  to  the  goods  and  by  the  shipment  he  merely  changes 
their  location.  Consequently,  he  makes  no  record  of  the  shipment 
in  his  financial  records.  A  copy  of  the  invoice  sent  to  the  consignee 
will  be  filed  as  a  memorandum  of  the  transaction.  In  some  cases 
an  invoice  of  a  different  color  is  used  in  connection  with  consign- 
ment shipments  in  order  to  eliminate  the  possibility  of  confusion 
with  the  regular  sales  invoice.  If  any  expenses  in  the  way  of  pack 
ing,  drayage,  or  insurance  are  incurred  in  connection  with  the  con- 
signment shipment  which  can  be  allocated  directly  to  it,  an  account 
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will  be  opened  which  may  be  termed  "Consignment  Out  (name  of 
consignee)  No.  1."  This  account  will  be  debited  with  the  expenses 
incurred  at  the  time  the  consignment  is  made.  When  the  consignee 
renders  an  account  sales,  the  Consignment  account  will  be  credited 
and  Cash  debited  if  the  consignee  remits  the  proceeds.  If  the  con- 
signee does  not  remit  in  cash,  Accounts  Receivable,  instead  of  Cash, 
will  be  debited  for  the  net  proceeds.  In  any  case  the  balance  of  the 
Consignment  account  will  show  the  net  returns  from  the  consign- 
ment shipment.  This  balance  may  be  transferred  to  the  Sales 
account  or,  if  it  is  desired  to  keep  the  consignment  sales  separate, 
it  may  be  transferred  to  a  Consignment  Sales  account.  At  the  end 
of  the  fiscal  period  this  account  will  be  closed  the  same  as  the  Sales 
account. 

Illustration  of  the  Consignor's  Entries 

In  order  to  illustrate  the  entries  made  on  the  records  of  the  con- 
signor the  following  simple  consignment  transaction  may  be  used: 

J.  M.  Rogers  ships  to  R.  B.  Kester,  to  be  sold  on  his  account, 
one  hundred  articles  of  X  commodity.  Rogers  pays  $20.00  for  dray- 
age  and  $30.00  for  insurance  on  the  merchandise.  Eester  pays 
freight  and  drayage,  $67.50,  and  charges  $28.60  for  storage.  He 
sells  the  goods  for  $750.00,  charges  a  five  per  cent,  commission  and 
remits  the  net  proceeds  of  $616.40  by  New  York  draft. 

1.  Roger's  books  at  time  of  sending  the  merchandise  to  Kester: 
Consignment  out,  R.  B.  Kester  No.  1 .    .  $50.00 

Cash $50.00 

Cartage  $20,  insurance  $30,  paid  in  cash. 

2.  Roger's  books  at  time  the  account  sales  is  received  from 
Kester : 

(a)  Cash $616.40 

Consignment  out,  R.  B.  Kester 

No.  1 $616.40 

To  record  net  proceeds  of  con- 
signment as  shown  by  account 
sales  of  this  date. 

(b)  Consignment  out,  R.  B.  Kester 

No.  2 566.40 

Sales 566.40 

•    To    transfer    net    returns    from 
consignment  to  the  Sales  ac- 
count. 
Note:     For  the  sake  of  convenience  the  foregoing  entries  are 
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The  Consignor's  Inventory 

If  the  consignor's  fiscal  period  ends  prior  to  the  receipt  of  an 
accounts  sales  in  full  settlement,  the  goods  on  consignment  as  shown 
by  the  consignment  invoice  on  file  must  be  included  in  his  inventory- 
He  still  retains  title  to  this  merchandise  until  it  is  sold  and  it  con- 
stitutes a  part  of  his  inventory  the  same  as  the  merchandise  in  his 
stockrooms.  In  determining  the  value  of  consigned  goods  the  ex- 
penses incurred  in  sending  the  goods  to  the  new  market  may  prop- 
erly be  included  as  a  part  of  the  cost. 

The  Consignee's  Record 

The  consignee  desires  to  keep  such  a  record  as  will  enable  him 
to  discharge  his  liability  to  his  principal  when  the  goods  are  sold, 
and  will  enable  him  to  determine  his  earnings  in  connection  with 
the  consignment  transaction.  When  the  consignment  is  received 
the  financial  condition  of  the  consignee  is  not  affected  thereby,  so 
no  entries  in  his  general  accounts  need  to  be  made.  A  memorandum 
record  of  the  goods  received  is  made  and  frequently  this  is  made 
on  a  loose  leaf  duplicate  record  in  such  a  manner  that  the  original 
copy  when  completed  will  serve  as  an  account  sales. 

If,  as  is  usual,  the  consignee  incurs  certain  expenses  in  connec- 
tion with  the  consignment,  these  will  be  debited  to  a  consignment 
account.  Usually  the  name  of  the  consignor  and  the  number  of  the 
account  are  a  part  of  the  account  title.  When  the  goods  are  sold 
the  commission  of  the  consignee  is  debited  to  the  Consignment 
account  and  credited  to  an  income  account  termed  Commissions 
Earned.  If  storage  charges  are  made  they  would  be  debited  to  the 
consignment  account  and  credited  to  a  Storage  Earned  account. 
The  receipts  from  the  sale  are  credited  to  the  Consignment  account 
and  debited  to  Cash  or  Accounts  Receivable,  as  the  case  may  be. 
The  balance  of  this  account  now  represents  the  liability  of  the  con- 
signee to  the  consignor.  If  the  consignee  remits  in  cash  the  Con- 
signment account  will  be  debited  and  the  Cash  account  credited. 
If  the  proceeds  are  to  remain  to  the  credit  of  the  consignor,  the 
Consignment  account  will  be  debited  and  Accounts  Payable  credited. 

The  Commissions  Earned  and  Storage  Earned  accounts  will  be 
closed  into  the  Profit  and  Loss  account  at  the  end  of  the  fiscal  period. 

Illustration  of  the  Consignee's  Entries 

In  order  to  illustrate  the  entries  made  on  the  records  of  the  con- 
signee the  simple  example  given  on  page  397  in  connection  with  the 
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illustration  of  the  entries  on  the  records  of  the  consignor  may  be 
used.  ' 

1.  K  ester's  books  on  receipt  of  the  consignment: 

Consignment  out,  J.  M.  Rogers  No.  1     .  $67.50 

Cash $67,50 

Paid  freight  and  drayage  on  consign- 
ment of  J.  M.  Rogers. 

2.  Kester's  books  when  consignment  is  sold: 

(a)  Consignment  out,  J.  M.  Rogers 

No.  1 $  66.10 

Commissions  Earned      ...  $  37.50 

Storage  Earned 28.60 

Commission  and  storage  charges 
on     consignment     of    J.     M.- 
Rogers. 

(b)  Cash 750.00 

Consignment  out,  J.  M.  Rogers 

No.  1 J50.00 

To   record   sale   of  the  fconsign- 
.  ment  of  J.  M.  Rogers. 

(c)  Consignment   out,  J.   M.   Rogers 

No.  1 616.40 

Cash 616.40 

To  record  payment  of  proceeds  of 
consignment  No.  1  of  J.  M. 
Rogers. 

Note:  For  the  sake  of  convenience  all  of  the  above  entries  are 
shown  in  journal  form. 

The  Consignee's  Inventory 

At  the  end  of  the  fiscal  period  the  consignee  must  be  careful  not 
to  include  in  his  inventory  any  goods  which  he  has  received  on 
consignment.  He  does  not  have  title  to  these  goods,  consequently 
they  do  not  represent  an  asset  to  him.  The  expenses  which  he  has 
paid  in  connection  with  the  consignment  will  be  shown  on  his  Bal- 
ance Sheet,  since  they  are  in  the  nature  of  an  account  receivable. 

Reference  for  Collateral  Reading 

The  discussion  of  consignments  given  in  this  chapter  gives  the 
accounting  procedure  which  is  applicable  to  a  business  that  ships 
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or  receives  only  a  small  number  of  consignments.  In  a  business 
doing  an  extensive  commission  business  more  elaborate  records  will 
be  kept.  A  more  complete  discussion  of  consignment  records  and 
discounts  will  be  found  in  "Principles  of  Accounting,"  by  John 
Raymond  Wildman,  C.  P.  A.,  published  by  the  William  6.  Hewitt 
Press,  New  York;  and  in  "Accounting  Theory  and  Practice,"  Vol.  I, 
by  Roy  B.  Kester,  C.  P.  A.,  published  by  the  Ronald  Press,  New 
York. 

C.  0.  D.  Sales 

When  a  sale  is  made  with  the  agreement  that  the  purchaser  is 
to  pay  for  the  merchandise  when  it  is  delivered,  the  terms  are  said 
to  be  collect  on  delivery,  or  as  it  is  more  frequently  stated,  C.  O.  Z). 
The  procedure  of  handling  C.  0.  D.  sales  is  somewhat  different  in  a 
wholesale  and  a  retail  business,  therefore  it  is  necessary  to  discuss 
separately  wholesale  C.  0.  D.  sales  and  retail  C.  0.  D.  sales. 

Wholesale  C.  0.  D.  Sales 

When  C.  O.  D.  sales  are  made  at  wholesale  the  customer  usually 
lives  in  a  different  city  from  the  seller  and  the  goods  are  delivered 
to  him  by  freight,  express,  or  parcel  post.  It  is  necessary  to  notice 
the  procedure  in  each  case. 

When  a  C.  O.  D.  shipment  is  made  by  freight  an  order  bill  of 
lading  is  used.  A  sight  draft  is  drawn  on  the  purchaser  and  attached 
to  the  bill  of  lading.  Usually  the  bill  of  lading  with  the  attached 
draft  is  deposited  with  the  local  bank  of  the  seller  and  the  bank  will 
transmit  it  to  another  bank  in  the  city  where  the  purchaser  lives. 
The  latter  bank  on  receipt  of  the  bill  of  lading  with  attached  draft 
will  notify  the  purchaser  who  by  paying  the  draft  can  obtain  the 
bill  of  lading  which  in  turn  entitles  him  to  obtain  the  merchandise 
from  the  transportation  company.  The  bank  to  whom  the  pur- 
chaser pays  the  draft  transmits  the  proceeds  to  the  original  bank, 
which  credits  the  seller  with  the  proceeds. 

When  a  C.  O.  D.  shipment  is  made  by  express,  the  express  com- 
pany will  not  deliver  it  until  the  purchaser  pays  the  transportation 
charges  and  the  value  of  the  shipment.  An  invoice  is'  made  for  the 
amount  of  the  shipment  and  enclosed  in  a  special  envelope  provided 
by  the  express  company.  The  envelope  which  is  marked  in  large 
letters,  "C.  O.  D.,"  accompanies  the  package.  When  it  reaches  its 
destination,  the  express  company  notifies  the  purchaser  to  call  and 
receive  it  or  delivers  it  to  the  purchaser.    In  either  case,  the  pur- 
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chaser  is  required  to  pay  the  amount  of  the  invoice  plus  the  express 
charges  before  the  package  is  delivered  to  him.  The  express  com- 
pany remits  the  amount  of  the  invoice  to  the  seller  by  its  express 
money  order,  deducting  a  charge  for  issuing  the  money  order, 
unless  this  charge  has  been  collected  from  the  purchaser.  If  the 
seller  desires  the  purchaser  to  pay  the  charges  for  issuing  the  money 
order  to  be  sent  him  in  payment  of  the  shipment,  he  must  indicate 
this  on  the  C.  0.  D.  envelope.  Illustration  No.  42  shows  the  form 
of  special  envelope  provided  by  the  express  company  for  containing 
the  invoice  for  a  C.  0.  D.  shipment. 


If  net  dclircrad  in  5  days,  mm  to 

Aoditor  of  Money  Orders, 

Wells  Fargo  *  Co   Express 

117  S*  Fifth  A»e..  gilaco.  UL 


STAMP 
HERE 


C,  T.  laaiand  *  Co, 


£06  Comma roe  St. 


CINCINNATI,  CHIC. 


♦ 


T 


COD. 


Bill  Inclosed 


FOR  GOODS  SHIPPED  TO 
Mrldan  Hotel 


Main  ft  Sixth  St a. 


S  £6.«.6.CL  Amount  of  Bill 

S     aM Charges  for 

Collecting  and  Return  of 
Proceeds. 


Merldan ,  Conn. 


Postmaster:  Forward  to  Address  on  Reverse  Side. 

INSTRUCTIONS^^  ^SSU^S^t^^SU 


IF  CHARGES  FOB  RETCH  Of 
KHT  ARE  TO  BE  COLLECTED 
FROM  OMSKREE.  SHIPPER 
WILL   PLEASE  WRITE  "TES." 


T^SXTLT  ■on"*a  "»!■  *  *oor»  titer  arrival  and  II 
of  »Mbia  K>  dan  after  oca  notice  Hmaj  be  returned,  tut* 

tart  advantage   for  account  of  o»om      Whan  valued  at  mora  (baa 
SS5Urbr»O?Meeb,^^a^laW-0M 

MlrvrUV  iVBTDllmniu   m>  «  a   •*    n»»..>_     _ 


Mitnictlon.  before  t'hJppiuc 

SaiM-Ea-SXKSTRUCTlOJIS  ON  C. 0. D.  PACKAGE. 
0»  WVOICB.  MUST  B£  STUCTLT  OOlaCUKO  WITU7 "" 

NO  ACEMT  IS  AUTHORIZED  TO  DEVIATE  THEESPltOM. 

Office 


Way-Billed  From 
Date. 


Illustration  No.  42— Both  Sides  of  a  C.  O.  D.  Envelope 

When  a  C.  0.  D.  shipment  is  made  by  parcel  post,  a  special 
ticket,  provided  by  the  Post-office  Department,  is  attached  to  the 
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package,-  this  shows  the  amount  to  be  collected  before  delivery  is 
made.  When  delivery  is  made,  the  postmaster  at  the  point  of  de- 
livery mails  the  consignee  a  post-office  money  order  for  the  amount 
shown  on  the  ticket. 


Accounting  for  Wholesale  C.  0.  D.  Sales 

There  must  b«  some  method  of  accounting  for  C.  0.  D.  sales 
during  the  period  intervening  between  the  shipment  of  the  goods 
and  the  receipt  of  the  returns.  The  usual  method  is  to  debit  such 
sales  to  Accounts  Receivable  and  credit  the  Sales  account  in  the 
same  manner  as  other  sales.  In  the  customers'  ledger  instead  of 
opening  a  separate  account  with  each  customer  all  such  sales  are 
debited  to  a  C.  0.  D.  account,  the  name  of  the  customer  being  writ- 
ten in  the  explanation  column.  When  the  returns  from  the  sale  are 
received  a  credit  is  made  to  the  C.  0.  D.  account,  the  entry  being 
made  on  the  same  line  as  the  corresponding  debit.  The  debit  items 
which  are  not  offset  by  a  credit  item,  give  the  balance  of  the  account 
at  any  time.  Sometimes  an  account  is  opened  in  the  subsidiary 
ledger  with  the  transportation  company  instead  of  opening  the 
C.  0.  D.  account.  It  is  used  in  the  same  manner  as  the  C.  0.  D. 
account. 

To  illustrate :  It  may  be  assumed  that  W.  H.  Dinkins,  wholesale 
jeweler,  has  made  the  following  C.  0.  D.  shipments: 

Dec.  25.  James  Anderson $400.00 

26.  Harvey  Main 200.00 

27.  H.  B.  James 380.00 

On  December  30th  he  receives  $200.00  in  payment  of  the  ship- 
ment to  Main.  At  the  end  of  the  month  of  December  his  C.  0.  D. 
account  will  appear  as  follows: 

C.  0.  D. 


)00 


1920 

1920 

Dec 

25 

J.  Anderson 

400 

00 

26 

Harvey  Main 

200 

00 

Dec. 

30 

Harvey  Main 

200 

27 

H.  B.  James 

380 

00 

Retail  C.  0.  D.  Sales 

In  the  case  of  a  retail  business  C.  0.  D.  sales  are  delivered  to  the 
purchaser  and  the  sales  price  collected  by  the  delivery  men  of  the 
store.  Some  stores  have  found  by  experience  that  a  considerable 
number  of  C.  0.  D.  deliveries  are  refused  by  the  purchaser  and  are 
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returned  to  the  store.  In  such  cases  it  is  preferable  not  to  make  any 
record  of  C.  0.  D.  sales  until  delivery  is  made  and  collection  for  the 
sale  made.  In  such  cases  the  C.  0.  D.  sales  tickets  are  filed,  but  not 
entered  until  the  collection  has  been  made.  The  merchandise  is 
turned  over  to  the  delivery  department,  where  a  memorandum  rec- 
ord is  made,  charging  the  individual  drivers  for  the  C.  0.  D.  pack- 
ages given  to  them.  At  the  end  of  the  day  the  driver  must  return 
either  cash  or  goods  for  the  amount  of  the  merchandise  charged  to 
him.  The  amount  of  the  cash  received  is  reported  to  the  accounting 
department  and  an  entry  can  be  made  the  same  as  if  the  sales  had 
been  originally  made  for  cash. 

If  the  C.  0.  D.  sales  returned  are  not  numerous,  an  entry  may 
be  made  each  day,  debiting  the  Accounts  Receivable  account  and 
crediting  Sales  on  the  main  ledger  and  debiting  a  C.  0.  D.  account 
in  the  subsidiary  ledger.  The  cash  received  each  day  from  C.  0.  D. 
deliveries  will  be  debited  to  Cash  and  credited  to  Accounts  Re- 
ceivable and  the  C.  0.  D.  accounts.  The  balance  of  the  C.  0.  D. 
account  at  any  time  will  show  the  amount  of  the  merchandise  sold 
C.  0.  D.  which  is  in  the  hands  of  the  delivery  department.  This 
amount  can  be  verified  by  comparing  it  with  the  amounts  charged 
to  the  drivers  on  the  records  of  the  delivery  department. 

If  the  latter  method  of  recording  C.  0.  D.  sales  is  followed  it 
will  be  necessary  to  make  adjusting  entries  for  C.  0.  D.  deliveries 
which  are  refused.  Such  returns  may  be  debited  to  Sales  Returns, 
but  it  is  probably  preferable  to  debit  them  to  the  Sales  account, 
since  they  are  different  from  the  usual  returned  sale.  In  any  case, 
the  Accounts  Receivable  and  C.  0.  D.  accounts  must  be  credited  for 
the  goods  returned. 

It  would  seem  to  be  more  correct  from  a  theoretical  viewpoint 
to  have  the  C.  0.  D.  account  on  the  main  ledger  and  not  to  affect 
the  Accounts  Receivable  account  with  C.  0.  D.  sales.  This  would 
seem  proper  because  the  claims  against  customers  in  connection  with 
C.  O.  D.  sales  are  not  the  same  as  those  which  arise  from  sales  on 
account.  If  C.  0.  D.  sales,  however,  are  to  be  recorded  in  the  gen- 
eral sales  record  it  is  more  convenient  to  have  the  C.  0.  D.  account 
a  subsidiary  account  so  that  the  total  of  the  sales  in  the  Sales  record 
can  be  posted  to  Accounts  Receivable.  Otherwise  it  is  necessary  to 
exclude  the  C.  0.  D.  sales  from  the  total  in  some  manner.  This  may 
be  done  by  having  a  separate  column  for  C.  0.  D.  sales.  In  this  case 
the  total  of  the  sales  on  account  column  wiirbe  posted  to  Accounts 
Receivable,  the  total  of  the  C.  0.  D.  column  will  be  posted  to  the 
C.  0.  D.  account  and  the  total  of  both  columns  credited  to  Sales. 
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QUESTIONS  FOB  CLASS  DISCUSSION 

1 
Explain  and  illustrate  the  meaning  of  the  terms  consignment, 
consignor,  and  consignee. 

2 
What  is  the  distinction  between  a  consignment  out  and  a  con- 
signment in. 

3 
James  King  &  Co.,  of  Chicago,  ship  merchandise  to  Henry  Lee 
&  Co.,  of  New  York,  to  be  sold  on  consignment.  Lee  &  Co.  receive 
the  goods,  but  instead  of  placing  them  in  the  warehouse  where  their 
own  merchandise  is  kept,  leave  them  where  they  are  exposed  to  the 
weather.  As  a  result  the  merchandise  is  damaged  to  a  considerable 
extent.  Can  King  &  Co.  recover  damages  from  Lee  &  Co.  for  the 
injury  to  their  merchandise!    Why! 

4 
Assume  that  Lee  &  Co.  receive  the  merchandise  and  place  it  in 
the  warehouse  with  their  own  goods  and  that  shortly  thereafter 
the  warehouse  is  destroyed  by  fire  which  originates  in  another  build- 
ing not  owned  by  Lee  &  Co.  Can  King  &  Co.  recover  from  Lee  &  Co. 
for  the  loss  of  the  merchandise ! 

5 
What  is  the  usual  way  by  which  the  consignee  is  reimbursed  for 
selling  the  goods  of  the  consignor! 

6 

If  the  consignee  pays  certain  expenses,  such  as  freight,  insur- 
ance, drayage,  etc,  in  connection  with  goods  received  from  the 
consignor,  how  is  he  entitled  to  reimburse  himself  for  these  ex- 
penses ! 

7 

What  advantages  may  be  derived  from  selling  goods  on  con- 
signment ! 

8 

When  a  consignee  has  sold  the  goods  of  the  consignor,  in  what 
way  does  he  report  to  the  latter! 
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9 

Explain  and  illustrate  the  method  of  recording  consignments  on 
the  records  of  the  consignor. 

10 

Explain  and  illustrate  the  method  of  recording  consignments  on 
the  records  of  the  consignee. 

11 

In  taking  an  inventory  for  James  Madison  &  Co.  you  find  that 
$500.00  worth  of  goods  have  been  shipped  on  consignment  to  Henry 
Adams  &  Co.  To  date  no  account  of  sales  has  been  received 
in  connection  with  this  consignment.  Explain  how  you  would  treat 
these  goods  in  connection  with  the  inventory  of  Madison. 

12 
Assuming  that  you  were  taking  the  inventory  of  Adams  &  Co.  and 
that  the  goods  received  from  Madison  are  still  on  hand,  how  would 
you  treat  these  goods  in  connection  with  the  inventory  of  Adams 
&Co! 

13 
If  Adams  &  Co.  has  paid  $75.00  for  freight  and  drayage  on  the 
goods  of  Madison  &  Co.,  how  would  you  show  this  on  their  Balance 
Sheet  at  the  end  of  the  fiscal  period! 

14 
Explain  and  illustrate  the  method  of  handling  C.  0.  D.  sales  in 
both  a  retail  and  wholesale  business. 

15 
L.  S.  Lyon  ships  to  Harvey  T.  Lane,  to  be  sold  on  his  account, 
two  hundred  articles  of  X  commodity.  Lyon  pays  $40.00  for  dray- 
age and  $20.00  for  insurance  on  the  merchandise.  Lane  pays  freight 
and  drayage,  $112.00,  and  charges  $41.50  for  storage  charges.  He 
sells  the  goods  for  $920.00,  charges  five  per  cent,  commission  and 
remits  the  net  proceeds  by  New  York  draft.  Explain  the  entries 
which  should  be  made  on  the  books  of  both  Lyon  and  Lane. 
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LABORATORY  MATERIAL 
Practice  Set  No.  3 — Continued 

February  16 

Gave  the  Sloan  Transfer  Co.  a  check  for  $77.05,  in  payment  of 
the  following:  freight  inward  paid,  $30.60;  cartage  inward,  $5.20; 
cartage  outward,  $41.25. 

Received  checks  as  follows:  Gregg  Hardware  Co.,  for  mer- 
chandise sold  them  February  5th,  less  discount;  Lang  Brothers 
Hardware  Co.,  for  merchandise  sold  them  February  6th,  less  dis- 
count. 

Employed  driver  for  truck  at  $20.00  per  week,  beginning  today. 
His  salary  will  be  charged  to  Delivery  Expenses.  Add  his  name 
to  the  pay  roll  list. 

In  future  the  company  will  do  its  own  drayage  instead  of 
employing  the  Sloan  Transfer  Co.  This  will  necessitate  that  the 
company  pay  its  freight  bills  instead  of  having  them  paid  by  the 
transfer  company  as  formerly ;  these  bills  will  be  entered  and  paid 
twice  each  month. 

E.  D.  Carpenter  reports  traveling  expenses  for  the  week,  $34.75. 

Gave  J.  E.  Jones  a  check  for  $8.75,  in  payment  for  repairs  made 
on  office  furniture. 

Debit  Administrative  Expenses. 

Sold  Thomas  Burke  Hardware  Company,  Danville,  terms  2/10, 
n/60,  merchandise  as  per  carbon  copy  of  sales  invoice  No.  35, 
$73.33. 

Paid  Wickwire  Brothers  for  merchandise  purchased  from  them 
February  6th,  less  credit  for  merchandise  returned  and  less  discount. 

February  17 

Received  check  from  A.  P.  Barlow,  in  payment  of  merchandise 
sold  him  February  7th,  less  discount. 

Gave  Humphrey  a  check  for  $35.00  to  reimburse  him  for  ex- 
penses incurred  on  a  selling  trip. 

Sold  N.  D.  Norris  &  Sons,  Kankakee,  terms  2/10,  n/60,  mer- 
chandise as  per  carbon  copy  of  sales  invoice  No.  36,  $93.45. 

February  18 
Sold  James  W.  Shore,  Champaign,  terms  2/10,  n/60,  merchan- 
dise as  per  carbon  copy  of  sales  invoice  No.  37,  $96.22. 
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February  19 

Received  check  from  John  Hartman,  in  payment  of  merchandise 
sold  him  February  9th,  less  discount. 

Gave  Long  a  check  for  $45.00  to  cover  the  expense  of  a  pur- 
chasing trip. 

Sold  Johnson  &  Lewis  Hardware  Company,  Gary,  terms  2/10, 
n/60,  merchandise  as  per  carbon  copy  of  sales  invoice  No.  38,  $63.70. 

February  20 

Received  check  from  the  Lewis  Hardware  Company,  in  payment 
of  merchandise  sold  them  February  10th,  less  discount. 

Bought  of  W.  D.  Allen  &  Co.,  Cleveland,  O.,  merchandise  as  per 
our  purchases  invoice  No.  15,  terms  3%,  30-day  trade  acceptance, 
$177.20. 

Sold  T.  W.  Richardson,  Warren,  terms  2/10,  n/60,  merchandise 
as  per  carbon  copy  of  sales  invoice  No.  39,  $69.83. 

February  21 

Received  check  from  A.  W.  White,  in  payment  of  merchandise 
sold  him  February  10th,  less  discount. 

Gave  the  Mclntyre  Supply  Co.  a  check  for  $23.00,  in  payment 
for  auto  supplies. 

Debit  Delivery  Expenses. 

Withdrew  $240.00  from  the  bank  to  pay  the  following:  weekly 
pay-roll,  $135.00 ;  E.  D.  Carpenter,  additional  expense  money,  $50.00 ; 
Long,  for  personal  use,  $25.00 ;  Humphrey,  for  personal  use,  $30.00. 

Sold  Lang  Brothers  Hardware  Co.,  Crown  Point,  terms  2/10, 
n/60,  merchandise  as  per  carbon  copy  of  sales  invoice  No.  40, 
$92.28. 

February  23 

Accepted  a  30-day  trade  acceptance  in  favor  of  W.  D.  Allen  & 
Co.,  payable  at  Merchants '  National  Bank,  in  payment  of  merchan- 
dise purchased  February  20th,  as  per  terms. 

Sold  James  W.  Shore,  Champaign,  terms  2/10,  n/60,  merchan- 
dise as  per  carbon  copy  of  sales  invoice  No.  41,  $116.48. 

E.  D.  Carpenter  reports  traveling  expenses  for  the  week,  $33.50. 

Johnson  &  Lewis  have  returned  for  credit,  merchandise  valued 
at  $5.00. 
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February  24 

Received  check  from  W.  H.  Stevens,  in  payment  of  merchandise 
sold  him  February  14th,  less  discount. 

Sold  A.  W.  White,  Paxton,  terms  2/10,  n/60,  merchandise 
as  per  carbon  copy  of  sales  invoice  No.  42,  $133.22. 

Paid  J.  F.  Reinhart  Mfg.  Co.  for  merchandise  purchased  from 
them  February  14th,  less  discount. 

Purchased  from  Henry  Disston  &  Co.,  Philadelphia,  merchandise 
per  our  purchase  invoice  No.  16,  terms  2/10,  n/60,  $579.75. 

February  25 

Purchased  from  Russel  Erwin  Co.,  Chicago,  merchandise  per  our 
purchases  invoice  No.  17,  terms  2/10,  n/60,  $155.52. 

Sold  A.  P.  Barlow,  Gilman,  terms  2/10,  n/60,  merchandise  as 
per  carbon  copy  of  sales  invoice  No.  43,  $95.32,  and  E.  W.  Burke 
&  Co.,  Wheaton,  terms  2/10,  n/60,  merchandise  as  per  carbon  copy 
of  sales  invoice  No.  44,  $91.45. 

Gave  the  Merchants'  National  Bank  a  check  in  payment  of  the 
trade  acceptance  accepted  January  26th. 

February  26 

Received  check  from  Thomas  Burke  Hardware  Company,  in 
payment  of  merchandise  sold  them  February  16th,  less  discount. 

Gave  Jones  Garage  a  check  for  $35.00,  in  payment  for  repairs 
of  damages  to  the  motor  truck  caused  in  an  accident. 

Sold  N.  D.  Norris  &  Sons,  Kankakee,  terms  2/10,  n/60,  mer- 
chandise as  per  carbon  copy  of  sales  invoice  No.  45,  $98.94,  and 
W.  II.  Miller  Hardware  Co.,  Matteson,  terms  2/10,  n/60,  merchan- 
dise as  per  carbon  copy  of  sales  invoice  No.  46,  $74.90. 

February  27 

Received  check  from  N.  D.  Norris  &  Sons,  in  payment  for  mer- 
chandise sold  them  February  17th,  less  discount. 

Received  a  credit  bill  from  Russel  Erwin  Co.  for  $18.00  to  adjust 
claim  for  shortage  in  invoice  received  February  25th. 

Sales  of  merchandise,  on  account,  as  follows : 

Thomas  &  Lake  Hardware  Co.,  Peotone,  terms  2/10,  n/60,  mer- 
chandise as  per  carbon  copy  of  sales  invoice  No.  47,  $100.80. 

The  Hall  Hardware  Co.,  Lansing,  a  newly-organized  corporation 
which  gave  Mr.  Humphrey  the  major  part  of  its  initial  order,  mer- 
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chandise  as  per  carbon  copy  of  sales  invoice  No.  48,  $2,256.00. .  The 
terms  on  this  order  are  as  follows :  one-fourth,  30-day  trade  accept- 
ance, less  3% ;  one-half,  60-day  trade  acceptance,  less  3% ;  balance, 
1%,  90  days. 

February  28 

Received  check  from  James  W.  Shore,  in  payment  for  merchan- 
dise sold  him  February  18th,  less  discount. 

Received  a  check  for  $35.00  from  the  International  Lloyds  Co., 
to  cover  the  damages  on  our  truck,  which  was  insured  against 
accident. 

Withdrew  $195.00  to  pay  the  following:  weekly  pay-roll, 
$135.00;  Long  and  Humphrey,  each  $30.00  for  personal  use. 

Purchased  from  J.  F.  Reinhart  Mfg.  Co.,  Liberty  Mills,  mer- 
chandise as  per  our  purchases  invoice  No.  18,  terms  2/10,  n/60, 
$584.40. 

Sold  Central  Hardware  Co.,  555  Milton  St.,  terms  2/10,  n/60, 
merchandise  as  per  carbon  copy  of  our  sales  invoice  No.  49,  $68.17. 

Gave  United  Railways  a  check  for  $46.75,  freight  in  during 
latter  half  of  month. 

Sold  T.  W.  Richardson,  Warren,  terms  2/10;  n/60,  merchandise 
as  per  carbon  copy  of  sales  invoice  No.  50,  $75.40. 

Make  the  entry  for  the  monthly  salary  of  the  partners. 

Prove  cash  (balance  $428.61).  Post  all  entries  to  date,  includ- 
ing the  totals  of  all  books  of  original  entry. 

(Continued  on  page  422) 
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CHAPTER  XXX 
THE  CLASSIFICATION  OF  ACCOUNTS 

The  Purpose  of  Account-Keeping 

In  a  preceding  chapter  it  has  been  explained  that  an  account 
is  a  systematic  record  of  information  pertaining  to  some  item  which 
appears  on  the  accounting  reports,  this  information  being  grouped 
under  an  appropriate  title  or  heading.  From  this  statement,  in 
regard  to  the  nature  of  an  account,  it  would  appear  that  the  accounts 
to  be  kept  in  connection  with  any  particular  business  would  depend 
upon  the  reporting  requirements  of  that  business.  In  fact,  there 
can  be  no  other  basis  for  the  classification  of  information  by  means 
04  accounts  than  ttiat  of  the  analysis  needed  for  the  preparation  of 
the  reports. 

There  are  many  and  varied  reports  which  may  be  made  in  con- 
nection with  different  businesses  and  for  different  purposes  in  the 
same  business.  The"  two  reports,  however,  which  are  made  most 
frequently  in  connection  with  all  businesses  are  the  Balance  Sheet 
and  the  Statement  of  Profit  and  Loss.  An  analysis  of  the  other 
reports  made  in  connection  with  a  business  will  show  that,  in  so  far 
as  they  are  made  from  the  accounts,  they  consist  in  the  main  of  a 
rearrangement  and  probably  a  more  detailed  analysis  of  the  infor- 
mation which  appears  on  the  Balance  Sheet  and  the  Statement  of 
Profit  and  Loss.  Of  course,  many  statistical  reports  are  made  in 
connection  with  a  business  which  are  not  based  on  the  accounts. 

It  is  customary,  therefore,  in  deciding  upon  the  number  and 
nature  of  the  accounts  to  be  kept  to  have  in  mind  the  information 
necessary  to  prepare  the  Balance  Sheet  and  Statement  of  Profit  and 
Loss.  It  is  assumed  that  if  the  accounts  provide  the  information 
necessary  to  prepare  these  two  reports,  it  will  be  possible  to  pre- 
pare from  them  the  other  reports  desired.  This  is  not  always  true, 
but  for  the  purpose  of  the  present  discussion  it  may  be  accepted  as 
a  fair  assumption. 
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The  Fundamental  Classification  of  Accounts 

In  preceding  chapters  dealing  with  the  Balance  Sheet  and  the 
Statement  of  Profit  and  Loss,  it  has  been  explained  that  there  is 
certain  information  which  is  fundamental  in  character  and  which  is 
demanded  by  the  owners  of  every  business,  regardless  of  its  size, 
nature,  or  organization.  m  This  information  is  of  two  kinds :  first, 
the  financial  condition  of  the  business,  which  is  shown  by  the  Bal- 
ance Sheet;  secondly,  the  results  of  the  operation  of  the  business 
daring  a  certain  period  of  time,  which  is  shown  by  the  Statement  of 
Profit  and  Loss.  It  might  seem,  therefore,  that  accounts  might  be 
divided  into  two  classes :  the  first  class  including  those  which  show 
financial  condition  and  appear  on  the  Balance  Sheet,  the  second 
class  including  those  which  show  results  of  operation  and  appear 
on  the  Statement  of  Profit  and  Loss.  This  division  is  employed  by 
some  writers  who  designate  the  Balance  Sheet  items  as  "rear' 
accounts,  and  the  Profit  and  Loss  items  as  " nominal/ '  " economic,7 ' 
or  " revenue' '  accounts.  Professor  Wildman,  for  instance,  in  his 
very  excellent  text,  " Principles  of  Accounting,' '  classifies  accounts 
as  follows:  (1)  real  accounts  which  reflect  financial  condition;  and 
(2)  nominal  accounts,  which  reflect  changes  in  financial  condition. 

Such  a  classification  is  defensible,  since  it  brings  out  the  dis- 
tinction between  the  two  classes  of  accounts  which  are  essentially 
different.  The  criticism  which  may  be  offered  against  this  classi- 
fication is :  there  are  certain  accounts  which  do  not  clearly  fall  into 
either  of  these  groups.  Although  on  the  basis  of  their  use  in  the 
reports,  accounts  fall  naturally  into  Balance  Sheet  accounts  and 
Profit  and  Loss  accounts,  there  are  shown  on  the  Balance  Sheet  items 
taken  from  two  classes  of  accounts,  both  clearly  distinct  and  both 
co-ordinate  in  importance  with  one  another  and  with  the  Profit  and 
Loss  or  Revenue  accounts.  The  first  class  shows  the  property  owned 
by  the  business  and  the  claims  against  that  property ;  therefore  may 
appropriately  be  termed  property  accounts.  The  second  class  shows 
the  interest  of  the  proprietor  in  the  business ;  so  may  appropriately 
be  termed  proprietorship  accounts.  It  is  suggested,  therefore,  that 
all  accounts  may  be  classified  under  the  following  headings : 

1.  Property  Accounts. 

2.  Proprietorship  Accounts. 

3.  Revenue  Accounts. 

This  classification  needs  little  explanation  and  is  in  accord  with 
the  discussion  in  the  preceding  chapters  on  the  use  of  accounts. 
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Property  accounts  include  all  asset  and  liability  accounts  showing 
the  kinds  and  amount  of  property  used  in  the  business,  and  the 
claims  against  that  property.  Proprietorship  accounts  take  in  all 
the  accounts  which  may  be  employed  to  show  the  amount  of  pro- 
prietorship ;  that  is,  the  difference  between  the  total  assets  and  the 
total  liabilities.  Revenue  accounts  are  the  accounts  which  show 
the  amount  and  sources  of  the  income  of  "the  business  for  a  given 
period,  and  the  amount  and  kinds  of  expenses  incurred  in  securing 
it.  The  first  two  classes  appear  on  the  Balance  Sheet  and  the  third 
class  on  the  Statement  of  Profit  and  Loss. 

The  Property  Accounts 

As  stated  in  the  preceding  paragraph,  the  property  accounts  are 
the  accounts  with  the  various  assets  or  property  employed  in  the 
business  and  the  accounts  with  the  liabilities  or  claims  against  the 
assets.  The  property  accounts,  therefore,  may  be  said  to  fall  into 
two  main  groups:  asset  accounts  and  liability  accounts. 

By  referring  to  the  Balance  Sheet  given  in  Illustration  No.  29, 
it  will  be  seen  that  the  asset  accounts  may  be  classified  as  follows : 

1.  Current  Assets. 

2.  Deferred  Charges  to  Expense. 

3.  Fixed  Assets. 

The  meaning  of  each  of  the  above  classes  has  been  explained  and 
illustrated  previously  so  need  not  be  discussed  at  this  time. 
The  liability  accounts  may  be  classified  as  follows: 

1.  Current  Liabilities. 

2.  Fixed  Liabilities. 

Current  liabilities  have  been  discussed  in  previous  chapters  and 
fixed  liabilities  will  be  explained  and  illustrated  in  subsequent 
chapters.  In  order,  however,  that  the  present  classification  of  ac- 
counts may  be  more  complete  it  may  be  explained  that  fixed  lia- 
bilities are  those  which  are  to  be  outstanding  for  a  relatively  long 
period  of  time.  Such  liabilities  are  usually  incurred  with  the  under- 
standing that  they  are  to  "be  repaid  at  a  definite  time,  but  at  a  time 
well  in  the  future.  They  are  not  paid  as  a  normal  procedure  by  the 
liquidation  of  assets  as  are  current  liabilities,  but  will  have  some 
special  arrangement  made  for  their  retirement.  Mortgages  payable 
and  bonds  payable  are  illustrations  of  fixed  liabilities.  A  more 
detailed  discussion  of  their  nature  and  treatment  in  the  accounts 
will  be  given  in  subsequent  chapters. 
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Illustration  of  the  Property  Accounts 

On  the  basis  of  the  foregoing  discussion  the  property  accounts 
may  be  outlined  as  follows : 

I.  Property  Accounts 

A.  Asset  Accounts 

1.  Current  Assets 

(a)  Cash 

(b)  Notes  Receivable 

(c)  Accounts  Receivable 

(d)  Reserve  for  Bad  Debts 

(e)  Merchandise  Inventory 

(f)  Accrued  Interest 

2.  Deferred  Charges 

(a)  Prepaid  Advertising 

(b)  Unexpired  Insurance 

3.  Fixed  Assets 

(a)  Furniture  and  Fixtures 

(b)  Reserve  for  Depreciation  of  Furniture  and  Fixtures 

(c)  Buildings 

(d)  Reserve  for  Depreciation  of  Buildings 

(e)  Land 

B.  Liability  Accounts 

1.  Current  Liabilities 

(a)  Notes  Payable 

(b)  Accounts  Payable 

(c)  Accrued  Wages 

2.  Fixed  Liabilities 

(a)  Mortgages  Payable 

(b)  Bonds  Payable 

No  attempt  is  made  in  the  foregoing  outline  of  the  property 
accounts  or  in  the  remaining  outlines  given  in  this  chapter  to  give 
an  exhaustive  list  of  accounts.  Only  a  few  of  the  more  customary 
accounts  under  each  class  are  given. 

The  Proprietorship  Accounts 

The  difference  between  the  assets  and  liabilities  as  shown  in  the 
property  accounts  gives  the  proprietorship  of  the  business.  The 
amount  of  the  proprietorship  is  shown  by  the  proprietorship  ac- 
counts.   The  number  of  these  accounts  and  the  nature  of  the  items 
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which  they  represent  will  vary  with  the  organization  and  business 
policies  of  the  business.  To  a  considerable  extent  the  number  and 
nature  of  the  proprietorship  accounts  depend  on  whether  the  busi- 
ness is  organized  as  a  single  proprietorship,  a  partnership,  or  a  cor- 
poration. 

In  the  case  of  a  single  proprietor,  there  will  be  two  accounts 
usually  which  must  be  considered  in  determining  the  proprietorship 
— the  proprietor's  Capital  account  and  his  Personal  account.  At 
the  end  of  the  period  the  Personal  account  is  closed  usually  into  the 
Capital  account. 

In  a  partnership,  there  is  a  Capital  account  and  a  Personal 
account  for  each  partner.  In  some  cases  a  part  of  the  profits  of  the 
partnership  is  not  distributed  to  the  partners,  but  is  carried,  at  least 
temporarily,  in  an  Undivided  Profits  account.  If  A.  L.  Anderson 
and  A.  M.  Chapman  are  partners  in  the  firm  of  Anderson  &  Chapman, 
their  proprietorship  accounts  may  be  as  follows  : 

II.  Proprietorship  Accounts 

(a)  A.  L.  Anderson,  Capital 

(b)  A.  L.  Anderson,  Personal 

(c)  A.  M.  Chapman,  Capital 

(d)  A.  M.  Chapman,  Personal 

(e)  Undivided  Profits 

The  proprietorship  accounts  of  a  corporation  will  be  explained 
and  illustrated  in  a  subsequent  chapter. 

The  Revenue  Accounts 

The  third  main  group  into  which  the  accounts  of  a  business  m*ay 
be  divided  is  that  of  the  r'evenue  accounts.  The  revenue  accounts 
are  the  accounts  with  those  items  which  represent  the  sources  and 
amount  of  the  income  of  the  business  for  a  given  period,  and  the 
kinds  and  amount  of  the  expenses  incurred  in  the  process  of  secur- 
ing that  income.  It  will  be  seen  at  once  that  there  are  two  main 
divisions  of  revenue  accounts,  namely,  income  accounts  and  expense 
accounts. 

By  reference  to  the  Statement  of  Profit  and  Loss  given  in  Illus- 
tration, No.  30,  it  will  be  seen  that  the  income  accounts  may  be 
classified  as  follows : 

1.  Operating  Income  Accounts. 

2.  Non-operating  Income  Accounts,  or  " Other' '  Income 

Accounts. 
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By  reference  to  the  same  illustration  it  will  be  seen  that  the 
expense  accounts  may  be  classified  as  follows : 

1.  Operating  Expense  Accounts. 

2.  Non-operating  Expense  Accounts,  or  "  Deductions 

from  Income"  Accounts. 

The  operating  expenses  accounts  may  be  classified  further  as: 

1.  Cost  of  Sales  Accounts. 

2.  Buying  Expense  Accounts. 

3.  Selling  Expense  Accounts. 

4.  Delivery  Expense  Accounts. 

5.  Administrative  Expense  Accounts. 

The  cost  of  sales  accounts  are  usually  not  shown  on  the  State- 
ment of  Profit  and  Loss  as  operating  expenses,  but  they  are  in  their 
essence  an  expense,  since  they  represent  part  of  the  cost  of  the 
product  or  service  sold.  For  convenience,  therefore,  thdy  are  classi- 
fied as  an  expense  in  the  classification  outlined  in  this  chapter. 

The  meaning-  of  each  of  the  foregoing  classes  has  been  explained 
and  illustrated  previously,  so  need  not  be  discussed  here. 

Illustration  of  the  Revenue  Accounts 

On  the  basis  of  the  above  discussion  the  revenue  accounts  may 
be  outlined  as  follows : 
III.  Revenue  Accounts 

A.  Income  Accounts 

1.  Operating  Income 

(a)  Merchandise    Sales    (With    Sales    Returns    and 
Allowances) 

2.  Non-operating  Income 

(a)  Rentals  Earned 

(b)  Interest  on  Notes  Receivable 

(c)  Purchases  Discount 

B.  Expense  Accounts 

1.  Operating  Expenses 

(a)  Cost  of  Sales 

(1)  Purchases  (With  Adjustments  for  Inventories 
and  Purchases  Returns  and  Allowances) 

(b)  Buying  Expenses 

(1)  Salaries  of  Buyers 

(2)  Traveling  Expense  of  Buyers 

(3)  Office  Expense 

(4)  Miscellaneous  Buying  Expense 
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III.  Revenue  Accounts — Continued 
B.  Expense  Accounts — Continued 


(c)  Selling  Expense 

(1)  Salaries  of  Sales  Force 

(2)  Expenses  of  Salesmen 

(3)  Office  Expense 

(4)  Packing  and  Shipping 

(5)  Advertising 

(6)  Miscellaneous  Selling  Expense 

(d)  Delivery  Expense 

(1)  Wages  of  Delivery  Drivers 

(2)  Maintenance  of  Delivery  Equipment 

(3)  Depreciation  of  Delivery  Equipment 

(4)  Miscellaneous  Delivery  Expense 

(e)  Administrative  Expense 

(1)  Office  Salaries 

(2)  Office  Expense 

(3)  Repairs   and    Maintenance    of   Building    £ 

Equipment 

(4)  Depreciation  on  Buildings  and  Equipment 

(5)  Insurance 

(6)  Taxes 

(7)  Heat  and  Light 

(8)  Miscellaneous  Administrative  Expense 

2.  Non-operating  Expenses 

(a)  Interest  on  Notes  Payable 

(b)  Sales  Discount 

and 


No  attempt  has  been  made  to  make  the  foregoing  list  of  revenue 
accounts  exhaustive.  Those  given  are  indicative  of  the  accounts 
which  may  be  included  in  each  class. 

Numbering  of  Accounts 

In  a  business  of  material  size  the  accounts  required  to  make  a 
proper  analysis  of  its  operations  may  be  numerous.  As  a  conse- 
quence the  account  title  may  not  indicate  the  classification  and  sub- 
classification  of  each  account  very  readily.  In  order  to  facilitate 
the  classification  as  well  as  the  reference  to  accounts  the  numbering 
of  accounts  is  employed.  Each  account  is  given  a  number  which 
usually  is  written  just  before  the  account  title.  This  number  can 
be  used  to  identify  the  classification  of  the  account  and  it  may  be 
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used  also  as  a  means  of  referring  to  the  account,  since  it  is  briefer 
than  the  account  title. 

For  instance,  it  has  been  explained  above  that  the  three  main 
classes  of  accounts  are:  property,  proprietorship,  and  revenue  ac- 
counts, and  these  accounts  may  be  numbered  as  follows : 

1.  Property  Accounts. 

2.  Proprietorship  Accounts. 

3.  Revenue  Accounts. 

All  property  accounts  will  be  given  a  number  the  first  digit  of 
which  will  be  "1,"  all  proprietorship  accounts  a  number  the  first 
digit  of  which  will  be  "2,"  and  all  revenue  accounts  a  number  the 
first  digit  of  which  will  be  "3."  To  illustrate,  the  property  accounts 
are  divided  into  two  main  groups  and  these  may  be  numbered  as 
follows : 

11.  Assets  Accounts 

12.  Liability  Accounts. 

Each  asset  account  will  be  given  a  number  the  first  two  digits 
of  which  will  be  "11,"  and  a  similar  procedure  will  be  followed  with 
the  liabilities. 

Illustration  of  the  Numbering  of  Accounts 

In  order  to  illustrate  more  fully  the  method  of  numbering  ac- 
counts the  following  outline  of  accounts  with  their  appropriate 
numbers  is  given : 

1.  Property  Accounts 
11.  Asset  Accounts 

111.  Current  Assets 

1111.  Cash 

1112.  Notes  Receivable 

1113.  Accounts  Receivable 

11103.  Reserve  for  Bad  Debts  (zero  preceding  last  digit 
indicates  its  opposite  tendency) 

1114.  Merchandise  Inventory 

1115.  Accrued  Interest 

112.  Deferred  Charges  to  Expense 

1121.  Prepaid  Advertising 

1122.  Unexpired  Insurance 
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3.  Property  Accounts — Continued 

11.  Asset  Accounts — Continued 
113.  Fixed  Assets 

1131.  Furniture  and  Fixtures 

11301.  Reserve  for  Depreciation  of  Furniture  and  Fix- 

tures 

1132.  Building 

11302.  Reserve  for  Depreciation  of  Buildings 

1133.  Land 

12.  Liability  Accounts 

121.  Current  Liabilities 

1211.  Notes  Payable 

1212.  Accounts  Payable 

1213.  Accrued  Wages 

122.  Fixed  Liabilities 

1221.  Mortgages  Payable 

1222.  Bonds  Payable 

2.  Proprietorship  Accounts 

21.  Proprietor,  Capital  Account 

22.  Proprietor,  Personal  Account 

3.  Revenue  Accounts 

31.  Income  Accounts 

311.  Operating  Income 

3111.     Merchandise  Sales 

312.  Non-operating  Income 

3121.  Rentals  Earned 

3122.  Interest  on  Notes  Receivable 

3123.  Purchases  Discount 

32.  Expense  Accounts 

321.  Operating  Expense 

3211.  Cost  of  Sales 
32111.  Purchases 

3212.  Buying  Expense 

32121.  Salaries  of  Buyers 

32122.  Traveling  Expense  of  Buyers 

32123.  Office  Expense 

32124.  Miscellaneous  Buying  Expense 

3213.  Selling  Expense 

32131.  Salaries  of  Sales  Force 

32132.  Expenses  of  Salesmen 

32133.  Office  Expense 

32134.  Packing  and  Shipping 

32135.  Advertising 

32136.  Miscellaneous  Selling  Expense 
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3.  Revenue  Accounts — Continued 

321.  Operating  Expense — Continued 

3214.  Delivery  Expense 

32141.  Wages  of  Delivery  Drivers 

32142.  Maintenance  of  Delivery  Equipment 

32143.  Depreciation  of  Delivery  Equipment 

32144.  Miscellaneous  Delivery  Expense 

3215.  Administrative  Expense 

32151.  Office  Salaries 

32152.  Office  Expense 

32153.  Repairs   and    Maintenance    of   Building 

and  Equipment 

32154.  Depreciation   on   Buildings   and   Equip- 

ment 

32155.  Insurance 

32156.  Taxes 

32157.  Heat  and  Light 

32158.  Miscellaneous  Administrative  Expense 

322.  Non-operating  Expense 

3221.  Interest  on  Notes  Payable 

3222.  Sales  Discount 

Different  Methods  of  Numbering  Accounts 

There  are  several  different  methods  of  numbering  accounts  which 
are  in  current  use.  The  foregoing  method  is  simple  and  is  practical 
if  the  different  accounts  under  each  class  are  not  too  numerous.  In 
a  business  where  a  very  detailed  analysis  of  income  and  expenses 
is  necessary  this  method  would  become  rather  awkward.  For  such 
cases  more  elaborate  methods  are  employed.  It  is  not  thought  wise, 
however,  to  introduce  a  discussion  of  these  methods  at  this  time. 
For  such  a  discussion  the  student  can  consult  various  texts  on 
accounting  which  discuss  this  subject  more  in  detail. 

Different  Methods  of  Classifying  Accounts 

There  are  several  different  methods  of  classifying  accounts.  The 
chief  difference  between  these  methods  is  one  of  terminology  rather 
than  one  of  purpose  or  result.  Classifications  differing  somewhat 
in  terminology  from  the  foregoing  can  be  found  in  "Principles  of 
Accounting/ f  by  John  R.  Wildman,  "Accounting  Principles, M  by 
Thomas  W.  Mitchell,  and  "Accounting  Theory  and  Practice,7' 
Vol.  I,  by  Roy  B.  Kester. 
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QUESTIONS  FOB  CLASS  DISCUSSION 

1 

We  are  requested  by  the  Torr  Mercantile  Company  to  draw  up  a 
classification  of  accounts  for  their  business.  Explain  what  informa- 
tion you  would  desire  before  you  attempt  to  construct  this  classi- 
fication. 

2 

Explain  and  illustrate  the  meaning  of  property  accounts,  pro- 
prietorship accounts,  and  revenue  accounts. 

3 

Name  the  principal  property  accounts  which  would  be  maintained 
by  a  retail  clothing  store. 

4 

Oive  the  proprietorship  accounts  which  would  be  maintained  by 
a  partnership  having  three  members. 


The  Torr  Mercantile  Company  buy  and  sell  on  account.  They 
receive  a  discount  on  purchases,  but  give  no  discount  on  sales.  They 
maintain  a  delivery  service  and  own  the  building  in  which  they  con- 
duct their  business.  Explain  the  principal  revenue  accounts  which 
would  be  maintained  by  this  company. 

6 

Explain  and  illustrate  the  meaning  of  current  assets,  deferred 
charges  to  expense,  fixed  assets,  current  liabilities,  and  fixed  lia- 
bilities. 

7 

Explain  and  illustrate  the  meaning  between  operating  income  and 
non-operating  income. 

8 

Explain  and  illustrate  the  meaning  between  operating  expenses 
and  non-operating  expenses. 
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9 

The  Merchants'  National  Bank  receives  during  its  fiscal  year 
$10,000.00  as  interest  on  notes  receivable.  The  Brown  Mercantile 
Company  receive  $20.00  as  interest  on  notes  receivable  due  from 
customers.  Explain  with  reasons  how  these  two  items  would  be 
classified  on  a  Statement  of  Profit  and  Loss  of  the  two  companies. 

10 

Explain  the  purpose  of  numbering  accounts.  Explain  and  illus- 
trate one  method  of  numbering  accounts. 
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LABORATORY  MATERIAL 
Practice  Set  No.  3 — Continued  , 

Instructions:    1.  Check  the  posting  for  February. 

2.  Take  a  Trial  Balance  of  the  general  ledger. 

3.  The  following  adjustments  are  to  be  made: 

(1)  Reserve  for  Bad  Debts  1%  of  Accounts  Receivable. 

(2)  Depreciation  on  Fixed  Assets: 

(a)  Furniture  and  Fixtures,  2%. 

(b)  Stockroom  Equipment,  2%. 

(c)  Delivery  Equipment,  1%. 

(3)  Accruals  as  follows: 

(a)  E.  D.  Carpenter,  traveling  expenses  for  the  week, 
$35.00.    This  estimate  is  based  on  previous  expenses. 

(b)  Light  for  February,  $20.00;  telephone  service  and 
telegrams,  $20.00 ;  water,  $2.50. 

(4)  Inventories  are  as  follows: 

(a)  Merchandise,  $13,930.69. 

(b)  Shipping  Supplies,  $40.00. 

(c)  Office  Supplies,  $60.00. 

(d)  Unexpired  Insurance  on  delivery  truck,  $23.00. 

(e)  Unexpired  Insurance  on  merchandise,  $125.00. 

(5)  Receiving  and  Shipping  Expense  is  to  be  apportioned 
equally  between  Freight  and  Cartage  In  and  Freight  and 
Cartage  Out. 

(6)  Delivery  Expense  is  to  be  apportioned  equally  between 
Freight  and  Cartage  In  and  Freight  and  Cartage  Out. 

4.  Prepare  a  Working  Sheet,  Balance  Sheet  and  a  Statement  of 
Profit  and  Loss.  Show  Freight  and  Cartage  Outward  as  a  selling 
expense  on  the  Statement  of  Profit  and  Loss.  These  statements  are 
to  be  used  in  connection  with  the  laboratory  material  at  the  close  of 
Chapter  XXXIV. 

5.  Make  the  journal  entries  necessary  to  give  effect  to  the 
adjustments  stated  above  and  post  the  same. 

6.  Make  the  journal  entries  necessary  to  close  the  ledger  ac- 
counts and  post  the  same. 

7.  Close  the  account  with  Accrued  Expenses. 

8.  Make  a  post-closing  Trial  Balance. 

9.  Make  a  list  of  accounts  receivable  and  the  accounts  payable 
as  shown  by  the  subsidiary  ledgers  and  reconcile  with  the  control- 
ling accounts. 

(Continued  on  page  ^S6) 

Digitized  by  VjOOQLC 


CHAPTER  XXXI 
DEPARTMENTAL  REVENUE  ACCOUNTS 

Need  for  Departmental  Revenue  Accounts 

In  previous  chapters  it  has  been  explained  that  it  is  desirable 
to  make  some  analysis  of  the  transactions  which  involve  the  purchase 
or  sale  of  the  commodity  or  service  in  which  a  business  deals.  In 
the  first  place  it  was  stated  in  Chapter  IV  that  purchases,  sales,  and 
inventory  should  be  recorded  in  separate  accounts;  and  later,  in 
Chapter  XXI,  it  was  explained  that  a  further  analysis  is  desirable 
in  order  to  show  freight  and  cartage  in,  freight  and  cartage  out, 
purchases  returns  and  allowances,  and  sales  returns  and  allowances 
as  separate  items.  In  order  to  afford  the  analysis  called  for  by  the 
discussions  in  Chapter  IV  and  Chapter  XXI,  it  is  necessary  to  main- 
tain accounts  with  the  following  items :  (1)  inventory,  (2)  purchases, 
(3)  freight  and  cartage  in,  (4)  purchases  returns  and  allowances, 
(5)  sales,  (6)  sales  returns  and  allowances,  and  (7)  freight  and  cart- 
age outward. 

The  discussion  in  the  previous  chapters,  however,  assumes  that 
in  a  given  business  enterprise  either  there  is  only  one  class  of  mer- 
chandise to  be  considered,  or  if  there  is  more  than  one  class  it  is  not 
desirable  to  make  an  analysis  of  the  transactions  with  the  different 
classes.  In  a  small  business  this  assumption  is  true,  for  the  owner  is 
concerned  primarily  in  the  total  net  profit  obtained  as  a  result  of 
the  transactions  in  connection  with  all  classes  of  merchandise  and 
finds  it  inexpedient  to  attempt  to  obtain  the  profit  made  on  separate 
items  or  separate  classes  of  goods.  In  larger  businesses,  however, 
it  is  usually  found  desirable,  both  for  administrative  and  accounting 
reasons,  to  divide  the  commodities  bought  and  sold  into  two  or  more 
groups.  To  illustrate  this  in  a  simple  way,  it  may  be  assumed  that 
a  certain  business  concern  sells  both  hardware  and  furniture.  In 
this  case  there  are  several  considerations  which  would  make  it  de- 
sirable for  the  management  to  keep  separate  the  data  concerning 
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the  two  classes  of  commodities.    Some  of  these  considerations  may 
be  indicated  as  follows : 

1.  The  two  commodities  in  all  probability  yield  dif- 
ferent rates  of  profit  and  it  is  desirable  to  know  the 
profit  yielded  by  each.  It  is  even  possible  that  it  may 
be  found  that  one  of  these  commodities  yields  no  profit 
and  that  the  profit  shown  on  the  accounting  reports  all 
arises  from  the  other  commodity.  As  a  consequence 
something  must  be  done  to  remedy  the  situation  and  as 
a  last  resort  the  handling  of  the  commodity  yielding  no 
profit  may  be  discontinued. 

2.  In  a  business  of  sufficient  size  to  require  a  sepa- 
rate manager  of  each  department,  it  will  be  desirable  to 
know  the  profits  of  each  department  in  order  to  be  able 
to  judge  the  efficiency  of  each. 

3.  The  amount  of  funds  required  to  finance  the  same 
amount  of  sales  for  each  commodity  will  probably  be 
different.  Consequently,  in  making  future  plans  in 
regard  to  the  amount  of  funds  it  will  take  to  finance 
the  business,  it  will  be  necessary  to  know  the  volume  of 
business  of  each  department. 

The  student,  no  doubt,  can  think  of  many  businesses  that  handle 
two  or  more  groups  of  commodities  and  can  think  of  reasons  why 
the  management  of  each  business  should  have  separate  information 
with  reference  to  the  results  of  trading  in  each  group  of  commodi- 
ties. The  foregoing  illustration,  however,  will  be  sufficient  for  the 
present  discussion. 

Departmental  Analysis  in  the  Accounts 

When  a  business  is  dealing  in  two  or  more  classes  or  types  of 
commodities,  such  as  those  suggested  above,  the  management  usually 
considers ,  it  desirable  to  divide  the  business  into  departments,  each 
of  which  has  to  do  with  a  certain  group  of  commodities.  Thus,  in 
the  business  already  mentioned,  the  records  of  the  trading  operations 
might  be  kept  on  the  basis  of  a  hardware  department  and  a  furni- 
ture department.  If  the  business  were  large  enough  to  make  it 
practicable,  the  entire  business  might  be  organized  along  depart- 
mental lines,  each  department  having  its  own  manager  and  its  own 
sales  force,  and  being  charged  with  its  share  of  all  operating  ex- 
pense, ascertained  on  whatever  basis  seemed  desirable  under  the 
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circumstances.    Such  a  complete  departmental  organization  as  this, 
however,  is  not  practicable  for  a  smaller  business. 

In  any  case,  though,  it  is  possible  to  have  the  records  furnish 
information  on  merchandise  sales,  purchases,  inventory,  purchase 
returns  and  allowances,  freight  and  cartage,  both  inward  and  out- 
ward, sales  returns  and  allowances,  and  gross  profit  on  sales,  all  on 
a  departmental  basis.  This  will,  of  course,  necessitate  the  carrying 
in  the  ledger  of  an  account  with  each  of  these  items,  for  each  de- 
partment of  the  business.  Thus,  in  the  case  cited  above,  the  trading 
group  of  accounts  would  include  hardware  purchases,  furniture  pur- 
chases, hardware  purchases  returns  and  allowances,  furniture  pur- 
chases returns  and  allowances,  hardware  sales,  furniture  sales,  and 
so  on  through  the  entire  list  of  accounts  kept  with  trading  opera- 
tions, as  listed  in  the  first  paragraph  of  the  present  chapter. 

•  j 
Departmental  Analysis  in  the  Books  of  Original  Entry 

If  the  ledger  accounts  are  to  show  such  a  departmental  analysis 
of  trading  operations  as  that  indicated  in  the  preceding  paragraph, 
it  is  necessary  that  the  books  of  original  entry  should  be  designed 
to  provide  for  this  analysis  in  making  the  entries  for  each  trans- 
action which  directly  affects  the  trading  group  of  accounts.  This 
provision  can  best  be  made  by  the  introduction  of  additional  columns 
into  the  books  of  original  entry.  Thus,  using  the  same  business 
illustration,  which  was  assumed  to  divide  its  trading  accounts  be- 
tween the  hardware  and  furniture  departments,  it  will  be  seen  that 
several  of  the  books  of  original  entry  need  to  be  modified  to  adapt 
them  to  this  end.  In  order,  to  make  this  perfectly  clear,  we  must 
consider  each  account  separately  in  what  is  here  called  the  trading 
group,  with  the  modifications  which  are  necessary  in  the  books  of 
original  entry  by  the  division  of  each  account  on  a  departmental 
basis.  In  the  illustrations  which  appear  in  this  connection,  no 
attempt  h»3  oeen  made  to  represent  anything  like  the  number  or 
volume  of  transactions  which  would  take  place  in  any  accounting 
period.  Only  a  sufficient  number  of  transactions  have  been  given 
to  illustrate  the  types  of  transactions  under  consideration,  to  show 
how  such  transactions  may  be  entered  in  the  books  of  original  entry, 
and  the  procedure  to  be  followed  in  posting  them  to  the  accounts. 

Merchandise  Purchases 

Assume  for  purpose  of  illustration  that  the  following  represent 
the  purchases  of  merchandise  made  by  the  concern  under  consid- 
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eration  for  an  entire  accounting  period,  all  dates  being  omitted, 
since  it  is  not  intended  to  represent  anything  approaching  the  num- 
ber of  transactions  that  would  actually  take  place  in  such  a  busi- 
ness: 

Purchases  : 

Simmons  Hardware  Company,  St.  Louis,  Mo.,  hard- 
ware, $500.00,  terms  l/10/n/60. 

Crowell  Furniture  Company,  Grand  Eapids,  Mich.,  fur- 
niture, $600.00,  terms  2/10/n/60. 

Boutell  Furniture  Company,  St.  Paul,  Minn.,  furni- 
ture, $750.00,  terms  2/10/n/60. 

W.  D.  Allen  Company,  Chicago,  hardware,  $450.00, 
terms  l/10/n/30. 

A  form  of  purchases  journal  which  would  provide  for  the  analy- 
sis of  the  purchases  by  departments  would  appear,  after  these 
representative  transactions  have  been  entered  and  the  journal 
totalled,  ruled  and  posted,  as  follows: 

February*  102.. 


Date 

Account  Credited 

Addrm 

Terma 

IBT. 

Ko. 

L.F. 

Accto. 
Cr. 

Hdw«. 
Pur. 
Dr. 

Form. 
Pur. 
Dr. 

1 

6 
10 
20 

Simmons  Hdwe  Go. 
Crowell  Furn.  Co. 
Boutell  Furn.  Co. 
W.  D.  Allen  Co. 

St.  Louis 
St.  Paul 
Chicago 
St.  Louis 

1/10,  n/60 
2/10,  n/60 
2/10,  n/60 
1/10,  n/30 

27 

28 
29 
30 

12 

17 

8 

6 

600.00 
600.00 
750.00 
450.00 

500.00 

450.00 

600.00 

750.00 

2,300.00 

950.00 

1^50.00 

(9) 

(13) 

(14) 

Note:  The  results  of  the  posting  from  the  different  books  of 
original  entry,  in  so  far  as  it  affects  the  trading  group  of  accounts, 
will  be  shown  after  all  the  books  from  which  postings  are  made  to 
these  accounts  have  been  illustrated. 

It  will  be  noted  that  the  form  of  purchases  journal  illustrated 
furnishes  the  same  information  concerning  each  invoice  that  is  fur- 
nished by  forms  shown  previously.  It  also  provides  for  an  analysis 
of  the  merchandise  purchases  of  the  two  departments.  The  credit 
for  all  the  purchase  transactions  is  posted  to  Accounts  Payable  as 
a  single  item  obtained  by  totalling  the  "Accounts  Payable,  Cr." 
column,  while  the  purchase  debits  are  divided  and  posted  to  the 
debit  of  the  two  departmental  purchases  accounts  through  the  foot- 
ings of  the  two  columns,  "Hardware  Purchases,  Dr."  and  "Fur- 
niture'Purchases,  Dr."    The  posting  to  the  individual  accounts  in 
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the  creditors'  ledger  is  exactly  thfe.same  as  it  would  be  if  no  de- 
partmental analysis  were  provided. 

Purchases  Returns  and  Allowances 

Purchase  returns  and  allowances  require  exactly  the  same  analy- 
sis as  purchases,  except  that,  since  they  represent  a  deduction  from 
the  cost  of  goods  sold  and  a  debit  to  the  creditor  (accounts  pay- 
able), the  debits  and  credits  will  be  exactly  reversed.  For  pur- 
poses of  continuing  the  illustration  of  departmental  analysis  in  the 
books  of  original  entry,  it  will  be  assumed  that  the  purchase  re- 
turns and  allowance  transactions  for  the  period  under  considera- 
tion are  as  follows: 

Returned  to  Simmons  Hardware  Company,'  hardware, 
the  invoiced  price  of  which  was  $250.00. 

Returned  to  the  Boutell  Furniture  Company,  furni- 
ture, the  invoiced  price  of  which  was  $200.00. 

A  form  of  purchases  returns  and  allowances  journal  which  pro- 
vides for  the  departmental  analysis  is  shown  below,  with  these  two 
representative  transactions  entered  and  posted. 

February,  19a.. 


Date 

Acoovnt  jMUtod 

▲ddTCM 

In*. 

■b. 

L.P. 

1 

Ace*. 
Dr. 

H4w«.Bat 

*  Allow. 

Cr. 

Fun.  Bat. 

*  Allow. 

Cr. 

10 
21 

Simmons  Hdwe.  Go. 
Boutell  Furn.  Co. 

St.  Louis 
Chicago 

27 

29 

12 

8 

250.00 
200.00 

i  450.00 

250.00 
250.00 

200.00 

200.00 

I      (0) 

(13) 

(14) 

The  posting  from  this  form  of  journal  should  not  require  any 
explanation,  since  the  procedure  is  evidently  the  same  as  that 
followed  in  posting  from  the  purchases  journal  with  the  debits  and 
credits  reversed.  Accounts  Payable  will  be  debited  and  the  two 
departmental  purchases  returns  and  allowances  accounts  will  be 
credited  through  the  footings  of  the  three  columns  used.  Bach 
item  will  be  posted  to  the  debit  of  an  individual  account  in  the 
creditors*  ledger,  this  posting  being  done  either  directly  from  the 
journal  or  from  the  returned  goods  invoice.  If  the  purchases 
returns  and  allowances  are  not  numerous  they  may  be  recorded  in 
the  general  journal  instead  of  being  recorded  in  the  separate  jour- 
nal explained  and  illustrated.  The  latter  method  will  be  employed 
for  simplicity  in  the  accompanying  practice  set. 
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Sales 

If  it  is  assumed  that  the  business  under  consideration  is  a  whole- 
sale business  in  which  practically  all  sales  are  made  on  account,  the 
form  of  sales  journal  may  be  similar  to  that  of  the  purchases  jour- 
nal. All  sales  made  will  be  recorded  in  the  "Accounts  Receivable" 
column  and  the  total  of  this  column  will  be  posted  to  the  debit  of 
accounts  receivable.  The  hardware  sales  and  furniture  sales  will 
be  recorded  in  separate  columns  and  the  total  of  these  columns  will 
be  posted  to  the  credit  of  hardware  sales  and  furniture  sales. 

To  illustrate  this,  assume  that  the  following  sales  have  been 
made : 


King  Hardware  Co.,  St.  Louis,  furniture  . 
Babson  Mercantile  Co.,  Detroit,  hardware 
Paul  Furniture  Co.,  Kansas  City,  furniture 
Wilson  &  Co.,  Cleveland,  hardware  .  .  . 
James  &  Weber,  Buffalo,  furniture  .  .  . 
Peters  &  Co.,  Wichita,  hardware    .    .    . 


$595.00 
360.00 
360.00 
330.00 
550.00 
300.00 


When  recorded  in  the  sales  journal  these  transactions  will  ap- 
pear as  follows : 

February,  192.. 


D»to 

Account  Debited 

▲ddrws 

T«nn« 

L.P. 

Sal* 
No. 

Aoete. 

1UC. 

Dr 

Hdw.. 
SalM 
Or. 

Pvn. 

S*lM 

Cr. 

4 
10 

15 
19 
21 
26 

King  Hdwe.  Co. 
Babson  Mer.  Co. 
Paul  Furn.  Co. 
Wilson  &  Co. 
James  &  Weber 
Peters  &  Co. 

St.  Louis 

Detroit 

Kansas  City 

Cleveland 

Buffalo 

Wichita 

1/10,  n/60 
1/10,  n/60 
2/10,  n/60 
30  days 
2/10,  n/30 
1/10,  n/60 

16 
10 
12 
10 
8 
5 

24 
25 
26 
27 
28 
29 

595.00 
360.00 
360.00 
330.00 
550.00 
300.00 

360.00 
330.00 
300.00 

595.00 
360.00 
550.00 

2,495.00 

990.00 

1,506.00 

(3) 

|    (21) 

(22) 

Sales  Returns  and  Allowances 

Continuing  the  foregoing  illustration,   assume  that  the   sales 
returns  and  allowances  for  the  period  in  question  are  as  follows: 

Bang  Hardware  Company,  return  for  credit  furniture 
purchased  on  account,  $45.00. 

Wilson  &  Co.,  return  for  credit  hardware  purchased 
on  account,  $15.00. 

Peters  &  Co.,  are  allowed  $25.00  on  account  of  de- 
fective hardware  sold  them. 
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These  returns  and  allowances  may  be  recorded  in  the  general 
journal,  or  if  they  are  numerous  may  be  recorded  in  a  separate 
journal.    If  recorded  in  the  latter  they  will  appear  as  follows: 


February, 

192. 

Date 

Account  Credited 

Addrwi 

L.F. 

Salt 
Ho. 

Accta. 
Rac- 
Cr. 

Hdwe.  galea 

IUL*  Allow. 

Dp. 

Fnrn.  BbIm 

XUi.  A  Allow. 

Dr. 

6 

20 
27 

King  Hdwe.  Co. 
Wilson  &  Go. 
Peters  &  Co. 

St.  Louis 
Cleveland 
Wichita 

16 

19 
5 

24 
27 
29 

45.00 
15.00 
25.00 

15.00 
25.00 

•15.00 

85.00 

40.00 

45.00 

(3) 

(21) 

(22) 

The  posting  of  this  record  is  apparent  from  the  columnar 
headings. 

In  a  retail  business  there  are  frequent  cash  sales  and  these  are 
usually  entered  as  daily  totals.  In  a  business  where  a  depart- 
mental analysis  of  sales  is  not  made  the  cash  sales  may  be  posted 
from  the  eash  record  and  not  be  entered  in  the  sales  record.  If, 
however,  a  departmental  analysis  is  desired  it  is  rather  inconveni- 
.  ent  to  show  this  on  the  cash  record  so  the  cash  sales  are  entered 
as  a  total  in  the  cash  record  and  then  are  recorded  in  the  sales 
record  so  as  to  show  the  sales  of  each  department.  If  the  regular 
form  of  sales  record  is  used  this  would  necessitate  the  introduction 
of  an  additional  column  in  the  sales  record  which  would  show  the 
total  cash  sales.  In  this  case  the  tot&l  of  the  "Accounts  Receiv- 
able" column  and  of  the  "Cash  Sales"  column  will  equal  the  total 
of  the  "Departmental  Sales"  column.  The  "Cash  Sales"  column 
will  not  be  posted,  since  the  receipts  from  cash  sales  will  be  in- 
cluded in  the  Cash  total  in  the  cash  record  and  be  posted  to  the 
debit  of  Cash  accordingly. 

Various  methods  of  handling  sales  and  of  making  the  original 
record  thereof  are  employed  in  practice.  No  attempt  is  made  to 
explain  these  various  methods  here,  since  the  primary  purpose  of 
the  present  discussion  is  to  show  the  value  of  departmental  analy- 
sis and  to  indicate  its  effect  on  the  accounts  and  reports. 


Freight,  Express  and  Cartage 

Freight,  express  and  cartage  inward  is  a  part  of  the  "laid 
down"  cost  of  the  merchandise  sold,  and  must  therefore  be  added 
to  the  purchases  in  order  to  arrive  at  the  full  cost  of  goods  sold. 
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Freight,  express  and  cartage  outward  represents  the  cost  of  de- 
livering sold  goods  to  the  railroad  station  and  of  the  transportation 
of  the  goods  to  the  purchaser  when  the  seller  agrees  to  pay  the 
transportation  costs.  The  drayage  cost  is  almost  invariably  borne 
by  the  seller,  but  the  transportation  cost  is  paid  usually  by  the  pur- 
chaser. Accountants  differ  as  to  how  the  cost  of  freight,  express 
and  cartage  outward  should  be  shown  on  the  Statement  of  Profit 
and  Loss.  Some  argue  that  it  should  be  subtracted  from  gross 
sales  in  the  same  manner  in  which  freight  and  cartage  in  is  added 
to  purchases.  In  other  words,  the  former  decreases  the  returns 
from  sales  in  the  same  manner  that  freight  in  increases  the  cost 
of  purchases.  Others  contend  that  freight,  express  and  cartage  out 
is  a  selling  expense  and  should  be  treated  accordingly  as  explained 
on  page  309.  Supporting  this  argument,  it  is  pointed  out  that  in  a 
retail  business  delivery  expenses  are  always  treated  as  an  operating 
expense  and  frequently  as  a  part  of  selling  expense.  In  this  dis- 
cussion freight,  express  and  cartage  outward  will  for  simplicity  be 
treated  as  a  deduction  from  gross  sales. 

For  purposes  of  managerial  information,  it  is  desirable  to  have 
both  freight  and  cartage  in  and  freight  and  cartage  out  carried  in 
separate  accounts  rather  than  to  charge  them  directly  into  the 
Sales  or  the  Purchases  account.  Since  this  is  true,  it  follows  that 
in  order  to  obtain  the  correct  figure  of  gross  trading  profit  for  each 
department  of  the  business,  it  will  be  necessary  to  have  each  of 
these  two  accounts  divided  on  a  departmental  basis,  like  the  rest 
of  the  trading  accounts.  There  are  two  methods  by  which  this  is 
done,  both  of  wThich  will  be  briefly  indicated.  For  purposes  of  the 
illustration  of  the  books  of  original  entry  the  second  method  will 
be  assumed  to  be  the  one  in  use  in  the  business  with  which  that 
illustration  deals. 

First  Method 

In  many  cases  the  organization  of  the  business  or  the  method  of 
handling  shipments,  either  inward  or  outward,  is  such  that  it  is  not 
feasible  to  keep  all  charges  for  freight  and  cartage  separated  at 
the  time  of  their  entry  as  charges  on  inward  shipments  and  those 
on  outward  shipments.  And  sometimes  in  cases  where  it  is  pos- 
sible to  make  such  a  separation  it  is  not  practicable  to  separate 
these  items  at  the  time  of  their  entry  among  the  departments  in- 
volved. When  either  or  both  of  these  things  is  true,  the  items 
must  be  apportioned  and   divided  at  the   end   of  the   accounting 
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period  on  the  basis  of  some  sort  of  an  estimate.  Suppose  then,  for 
example,  a  business  has  two  departments,  called  A  and  B.  During 
a  given  period  all  charges  to  freight,  express  and  cartage  have 
been  debited  to  a  single  account  with  freight,  express  and  cartage. 
At  the  end  of  the  period  this  account  shows  a  debit  balance  of 
$1,260.00.  It  is  estimated  by  those  in  charge  of  the  departments  that 
two-thirds  of  this  amount  was  incurred  on  shipments  inward  and 
one-third  on  shipments  outward.  Of  the  amount  apportioned  to 
expense  on  inward  shipments,  three-fifths  is  estimated  to  be  charge- 
able to  Department  A  and  two-fifths  to  Department  B.  On  out- 
bound shipments  the  expenses  of  the  two  departments  are  estimated 
to  be  equal. 

The  journal  entries  necessary  to  put  into  effect  the  apportion- 
ment of  the  accounts  involved  would  be  as  follows: 

June  30 

Freight,   Express,   and   Cartage    In- 
ward   $840.00 

Freight,  Express,  and  Cartage  Out- 
ward   420.00 

Freight,  Express,  and  Cartage  $1,260.00 

30 

Freight,   Express,    and    Cartage    In- 
ward, Dept.  A 336.00 

Freight,   Express,    and   Cartage    In- 
ward, Dept.  B 504.00 

Freight,  Express,  and  Cartage 

Inward 840.00 

30 

Freight,  Express,  and  Cartage  Out- 
ward, Dept.  A 210.00 

Freight,  Express,  and  Cartage  Out- 
ward, Dept.  B 210.00 

Freight,  Express,  and  Cartage 

Outward 420.00 
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After  these  entries  have  been  posted,  the  ledger  accounts  af- 
fected would  appear  as  follows : 


Freight.  Express,  and  Cartage 


i  Woo 


June 


30 


Balance 


June 


To  close 


1,260 


00 


Freight,  Express,  and  Cartage  Inward 


June  30 


I     840|00 


June 


00 


Freight,  Express,  and  Cartage  Outward 


June  30 


420  00      June  30 


420  00 


Freight,  Express,  and  Cartage  Inward— Dent  A 


June  80 


330  00 


Freight,  Express,  and  Cartage  Inward— Dept.  B 


June 


604100 


Freight,  Express,  and  Cartage  Outward— Dent.  A 


210I00 


June  30 


Freight,  Express,  and  Cartage  Outward— Dept  B 


June  30 


21000 


Second  Method 

If  feasible,  it  is  desirable  that  the  charges  of  this  type  be  dis- 
tributed to  the  accounts  to  which  they  belong  at  the  time  the 
charges  are  paid  and  entered.  If  this  method  is  followed,  the  dis- 
tribution will  ordinarily  be  made  through  the  cash  disbursements 
journal.  It  would,  of  course,  be  possible  to  have  a  column  in  that 
book  for  each  of  the  accounts  affected,  but  usually  it  would  not  be 
considered  expedient  to  provide  four  or  more  columns  in  the  cash 
disbursements  journal  for  recording  items  which  occur  with  such 
relative  infrequency  as  these  do.  Ordinarily,  therefore,  the  debits 
would  be  entered  in  the  "General"  column,  and  posted  from  there. 
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The  entries  in  the  cash  disbursement  journal,  as  described  in  the 
foregoing  paragraph,  for  a  business  which  maintains  two  depart- 
ments, hardware  and  furniture,  may  be  illustrated  as  follows: 

If  $17.50  is  paid  for  freight  and  cartage  on  a  shipment  of  hard- 
ware received  from  the  Simmons  Hardware  Co.,  the  entry  would  be 
"Freight,  Express  and  Cartage  Inward — Hardware' '  in  the  " Ac- 
counts Debited* '  column  and  ' '$17.50' '  in  the  "General"  column. 

If  $22.50  is  paid  for  freight  and  cartage  on  a  shipment  of  furni- 
ture received  from  the  Crowell  Furniture  Co.,  the  entry  would  be 
"Freight,  Express  and  Cartage  Inward — Furniture"  in  the  "Ac- 
counts Debited"  column  and  "$22.50"  in  the  "General"  column. 

If  $18.00  is  paid  for  freight  and  cartage  on  hardware  and  furni- 
ture shipped  to  Thos.  Wilson,  the  entries  would  be  "Freight,  Express 
and  Cartage  Outward — Hardware"  in  the  "Accounts  Debited" 
column;  "$12.00"  in  the  "General"  column;  "Freight,  Express  and 
Cartage  Outward — Furniture"  in  the  "Accounts  Debited"  column, 
and  "$6.00"  in  the  "General"  column. 
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QUESTIONS  FOR  CLASS  DISCUSSION 

1 
The  J.  B.  Reynolds  Furniture  Company  sell  furniture,  both 
wholesale  and  retail.  They  desire  to  know  the  gross  profits  made 
from  the  retail  business  and  the  wholesale  business.  Explain  a 
method  by  which  this  company  will  be  able  to  obtain  this  infor- 
mation. 

2 

Give  the  trading  accounts  which  the  company  will  have  to  main- 
tain in  order  to  provide  the  information  called  for  by  Question  1. 

3 
What  effect  will  the  use  of  these  additional  accounts  have  on 
the  books  of  original  entry  of  this  company! 

4 
Describe  the  record  which  will  be  necessary  to  record  its  pur- 
chases. 

5 
Describe  the  record  which  will  be  necessary  to  record  its  sales. 

6 

Explain  how  it  may  record  its  purchases  returns  and  its  sales 
returns. 

7 

The  Brown  Clothing  Company  sell  men's  and  ladies'  ready-to- 
wear  at  wholesale.  The  Smith  Clothing  Company  sell  the  same 
goods  at  retail.  Each  company  desires  a  departmental  analysis  of 
its  sales.  In  what  way  may  the  sales  records  of  the  two  companies 
differ! 

8 

The  James  Wholesale  Company  have  two  departments,  A  and  B. 
It  is  found  impracticable  to  keep  separate  the  expenditures  for 
freight  and  drayage  on  merchandise  purchased  and  merchandise 
sold,  or  to  keep  separate  the  freight  and  drayage  for  the  two  de- 
partments. Consequently  all  freight  and  drayage  are  debited  to 
one  account.  At  the  end  of  the  fiscal  period  this  account  shows  a 
debit  balance  of  $1,500.00.     It  is  estimated  that  one-fifth  of  this 
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represents  freight  and  drayage  out  and  that  the  remainder  repre- 
sents freight  and  drayage  in.  It  is  further  estimated  that  each 
department  has  benefited  equally  by  these  expenditures.  Give  the 
entries  necessary  to  allocate  the  freight  and  drayage  to  the  proper 
accounts. 

9 

If  the  James  Company  find  that  it  is  possible  to  keep  the 
charges  for  freight  and  drayage  of  the  two  departments,  both  in- 
ward and  outward,  separated,  what  method  may  be  employed  in 
recording  them  J 

10 

The  King  Dry  Goods  Store  sells  shoes,  millinery,  men's  ready-to- 
wear  and  ladies'  ready-to-wear.  It  keeps  but  one  set  of  trading 
accounts.  Give  the  advantages  which  it  may  obtain  from  a  depart- 
mental analysis  of  its  trading  operations. 
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LABORATORY  MATERIAL 
Practice  Set  No.  3 — Continued 

MARCH 
PRELIMINARY  INSTRUCTIONS 

Division  of  Trading  Accounts 

The  firm  has  decided  to  divide  their  business  into  two  depart- 
ments: general  hardware,  and  cutlery.  Accordingly,  separate  ac- 
counts will  be  maintained  with  the  various  merchandise  items.  The 
following  accounts  will  be  opened  on  the  pages  indicated: 

10    Hardware  Sales 

10  Cutlery  Sales 

11  Hardware  Sales  Returns  and  Allowances 

11  Cutlery  Sales  Returns  and  Allowances 

12  Hardware  Freight,  Express  and  Cartage  Outward 

12  Cutlery  Freight,  Express  and  Cartage  Outward 

13  Hardware  Purchases 

13  Cutlery  Purchases 

14  Hardware  Purchases  Returns  and  Allowances 

14  Cutlery  Purchases  Returns  and  Allowances 

15  Hardware  Freight,  Express  and  Cartage  Inward 
15    Cutlery  Freight,  Express  and  Cartage  Inward 

Merchandise  Inventory 

The  merchandise  inventory  as  shown  by  the  Merchandise  Inven- 
tory account  is  $13,930.68.  This  consists  of  general  hardware 
$11,404.16  and  cutlery  $2,526.53.  Henceforth,  it  will  be  necessary 
to  record  separately  the  inventory  for  the  two  departments.  This 
can  be  done  by  recording  both  inventories  in  the  same  account  but 
as  separate  items  with  the  proper  explanation  in  the  explanation 
column.  In  order  to  show  this  division  of  the  inventory  on  March 
2nd,  the  following  journal  entry  should  be  made : 

Hardware  Inventory     ....  $11,404.16 

Cutlery  Inventory 2,526.53 

Merchandise  Inventory $13,930.69 

When  this  entry  is  posted  the  Merchandise  Inventory  account 
will  appear  as  shown  at  the  top  of  page  437. 
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Merchandise  Inventory 

Feb. 

28 
"2" 

Hardware 
Cutlery 

J.  1 

13,930 

69 

Mar. 

2 

J.  2 

13,930 

69 

Mar. 

J.  2 
J.  2 

11,404 
2,526 

16 
53 

Division  of  Expense  Accounts 

During  March  the  selling  expenses  will  be  recorded  in  the  fol- 
lowing accounts  which  will  be  opened  on  the  pages  indicated: 

16  Miscellaneous  Selling  Expenses 

18  Salaries  of  Salesmen 

18  Traveling  Expenses  of  Salesmen 

18  Advertising 

Administrative  expenses  will  be  recorded  in  the  following  ac- 
counts which  will  be  opened  on  the  pages  indicated : 

20  Bent 

21  Telephone  and  Telegraph 
21    Office  Salaries 

21    Miscellaneous  Administrative  Expenses 

It  will  be  necessary  to  adjust  the  credits  to  the  expenses  accounts 
in  the  same  manner  as  the  Inventory  account.  This  adjustment  re- 
quires the  following  entries : 


Selling  Expenses      ...... 

Traveling  Expenses  of  Salesman 
Administrative  Expenses     .    .    .. 

Telephone  and  Telegraph    .    . 

Miscellaneous  Admr.  Expenses 


$35.00 


42.50 


$35.00 

20.00 
22.50 


Transactions  for  March 
March  2 

Received  check  from  T.  W.  Richardson,  in  payment  for  mer- 
chandise sold  him  February  20th,  less  discount. 

Gave  the  People's  Title  &  Trust  Company  a  check  for  $150.00, 
in  payment  for  the  March  rent. 

Sold  Thomas  &  Lake  Hardware  Co.,  Peotone,  terms  2/10,  n/60, 
hardware  as  per  carbon  copy  of  sales  invoice  No.  51,  $126.55. 

Received  two  trade  acceptances  from  the  Hall  Hardware  Co.,  as 
per  terms  of  the  sale  made  to  them  February  27th.  These  trade 
acceptances  were  accepted  February  28th,  payable  at  Second 
National  Bank  of  Lansing. 
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Mr.  Carpenter  reports  traveling  expenses  for  the  week,  $36.75. 

Received  check  from  Lang  Brothers  Hardware  Co.,  in  payment 
of  merchandise  sold  them  February  21st,  less  discount. 

Paid  February  bills  as  follows:  City  Gas  &  Electric  Co.,  light, 
$23.50;  Bell  Telephone  Co.,  telephone  service  and  telegrams,  $23.30; 
Hydrox  Co.,  water,  $2.50. 

March  3 

Sold  N.  D.  Norris  &  Sons,  Kankakee,  terms  2/10,  n /60,  hard- 
ware as  per  carbon  copy  of  sales  invoice  No.  52,  $124.90. 

Borrowed  $2,000.00  from  the  Merchants'  National  Bank  on  our 
60-day  note  endorsed  by  Mr.  Humphrey.  Gave  a  check  for  $20.00 
in  payment  of  interest  on  the  note  at  6%,  and  received  credit  for 
the  face  of  the  note. 

Bought  hardware  from  the  J.  F.  Reinhart  Mfg.  Co.,  Liberty 
Mills,  per  our  purchases  invoice  No.  19,  terms  2/10,  n/60,  $135.25. 

Gave  Henry  Wilson  a  check  for  $25.00,  in  payment  of  garage 
rent  for  March. 

Sold  E.  W.  Burke  &  Co.,  Wheaton,  terms  2/10,  n/60,  merchan- 
dise as  per  carbon  copy  of  sales  invoice  No.  53,  hardware,  $61.91 ; 
cutlery,  $104.00;  total  of  sale,  $165.91. 

March  4 

Received  check  from  James  W.  Shore,  in  payment  of  merchan- 
dise sold  him  February  23rd,  less  discount. 

Sold  Lang  Brothers  Hardware  Co.,  Crown  Point,  terms  2/10. 
n/60,  merchandise  as  per  carbon  copy  of  sales  invoice  No.  54, 
hardware,  $114.10;  cutlery,  $34.00;  total  of  sale,  $148.10. 

March  5 

Received  check  from  A.  W.  White,  Paxton,  in  payment  of  mer- 
chandise sold  him  February  24th,  less  discount. 

Gave  Dunham  Advertising  Agency  $100.00  to  apply  on  adver- 
tising contract. 

Sold  A.  W.  White,  Paxton,  terms  2/10,  n/60,  merchandise  as 
per  carbon  copy  of  sales  invoice  No"  55,  hardware,  $108.10;  cutlery, 
$37.65 ;  total  of  sale,  $145.75. 

March  6 

Received  checks  from  A.  P.  Barlow  and  E.  W.  Burke  &  Co.,  in 
payment  of  merchandise  sold  them  February  25th,  less  discount. 

Gave  the  Mclntyre  Supply  Co.  a  check  for  $27.00,  in  payment 
for  motor  supplies. 
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Paid  Bussel  Erwin  Co.  for  merchandise  purchased  from  them 
Feb.  25th,  less  allowance  for  shortage  and  less  discount,  and 
Henry  Disston  &  Co.,  for  merchandise  purchased  from  them  Febru- 
ary 24th,  less  discount. 

Sold  Victor  Price  &  Co.,  Galesburg,  terms  2/10,  n/60,  hardware 
as  per  carbon  copy  of  sales  invoice  No.  56,  $141.94. 

March  7 

Received  checks  from  N.  D.  Norris  &  Sons  and  W.  H.  Miller 
Hardware  Co.,  in  payment  for  merchandise  sold  them  February  26th. 

Withdrew  $260.00  from  the  bank  to  pay  the  following:  weekly 
pay  roll,  $135.00 ;  Long  and  Humphrey,  each  $25.00  for  personal  use ; 
E.  D.  Carpenter,  expense  money,  $75.00. 

Sold  James  W.  Shore,  Champaign,  terms  2/10,  n/60,  cutlery  as 
per  carbon  copy  of  sales  invoice  No.  57,  $147.95. 

March  9 

Received  a  check  from  Thomas  &  Lake  Hardware  Co.,  in  pay- 
ment for  merchandise  sold  them  February  27th,  less  discount. 

Bought  hardware  from  Henry  Disston  &  Co.,  Philadelphia,  as 
per  our  purchase  invoice  No.  20,  terms  2/10,  n/60,  $394.25. 

E.  D.  Carpenter  reports  traveling  expenses,  $31.90. 

Sold  Lang  Brothers  Hardware  Co.,  Crown  Point,  terms  2/10. 
n/60,  merchandise  as  per  carbon  copy  of  sales  invoice  No.  58, 
hardware,  $122.72;  cutlery,  $28.80;  total  of  sale,  $151.52. 

Received  check  in  payment  of  trade  acceptance  received  from 
E.  W.  Burke  &  Co.  February  7th. 

March  10 

Received  checks  from  Central  Hardware  Company  and  T.  W. 
Richardson,  in  payment  of  merchandise  sold  them  February  28th, 
less  discount. 

Paid  J.  F.  Reinhart  Mfg.  Co.  for  merchandise  purchased  from 
them  February  28th. 

Sold  A.  P.  Barlow,  Oilman,  terms  C.  O.  D.,  merchadise  as  per 
carbon  copy  of  sales  invoice  No.  59,  hardware,  $70.90;  cutlery, 
$63.80;  total  of  sale,  $134.70.  Certain  information  which  has  come 
to  us  concerning  the  credit  of  Mr.  Barlow  makes  us  unwilling  to 
sell  him  on  the  usual  terms,  hence  the  merchandise  is  sold  C.  O.  D. 

When  a  C.  O.  D.  sale  is  made  by  freight  it  is  necessary  to  draw 
a  draft  for  the  amount  of  the  sale  and  send  this,  together  with  the 
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order  bill  of  lading,  to  a  bank  in  the  city  in  which  the  customer  is 
located.  It  is  necessary  for  the  customer  to  pay  the  draft  in  order 
to  secure  the  bill  of  lading  as  the  railroad  will  not  deliver  the 
merchandise  unless  the  consignee  presents  the  bill  of  lading.  This 
is  discussed  in  Chapter  XXIX  in  the  text. 

March  11 

Received  a  check  from  the  Thomas  &  Lake  Hardware  Co.,  in 
payment  of  merchandise  sold  them  March  2nd,  less  discount. 

Sold  T.  W.  Richardson,  Warren,  terms  2/10,  n/60,  hardware  as 
per  carbon  copy  of  sales  invoice  No.  60,  $121.85. 

March  12 

Received  check  from  N.  D.  Norris  &  Sons,  Kankakee,  in  pay- 
ment of  merchandise  sold  them  March  3rd,  less  discount. 

Sold  Thomas  &  Lake  Hardware  Company,  Peotone,  terms  2/10, 
n/60,  hardware  as  per  carbon  copy  of  sales  invoice  No.  61,  $227.23. 

The  creditors  of  Daniels  &  Hayden  have  agreed  to  accept  50% 
on  the  dollar  in  full  settlement  of  their  claims  rather  than  throw 
them  into  bankruptcy.  Received  a  check  for  $15.09,  in  full  settle- 
ment of  our  account  against  them. 

March  13 

Received  check  from  E.  W.  Burke  &  Co.,  in  payment  of  mer- 
chandise sold  them  March  3rd,  less  discount. 

Paid  J.  P.  Reinhart  Mfg.  Co.,  for  merchandise  purchased  from 
them  March  3rd,  less  discount. 

The  note  received  from  the  Central  Hardware  Co.  January  17th, 
will  be  due  March  18th,  and  it  has  been  left  at  the  bank  for  collection. 

The  Hall  Hardware  Co.  agreed  to  prepay  their  trade  acceptances 
if  we  would  allow  them  3%  discount  on  the  balance  due  on  account. 
Accepted  their  proposition  and  received  check  as  per  this  agreement. 

Sold  James  W.  Shore,  Champaign,  terms  2/10,  n/60,  merchan- 
dise as  per  carbon  copy  of  sales  invoice  No.  62,  cutlery,  $57.90; 
hardware,  $75.00;  total  of  sale,  $132.90. 

Prove  cash  (balance  $4,177.78)  and  post  all  entries  to  date. 

(Continued  on  Page  )51) 
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CHAPTER  XXXII 

SUMMARIZING  AND   REPORTING   TRADING   ITEMS   ON  A 
DEPARTMENTAL  BASIS 


Information  Shown  by  Trading  Accounts  at  End  of  Period 

The  illustration  which  was  begun  in  the  preceding  chapter  dealt 
with  the  division  of  the  trading  group  of  accounts  on  a  depart- 
mental basis,  and  showed  in  very  simple  form  the  types  of  books 
of  original  entry  which  would  be  adapted  to  recording  the  infor- 
mation about  trading  operations  in  such  a  way  as  to  facilitate  this 
division.  A  small  business  was  assumed  to  be  dealing  in  both  hard- 
ware and  furniture,  and  it  was  further  assumed  that  the  manage- 
ment desired  to  ascertain  the  gross  profits  on  each  class  of  sales 
at  the  end  of  the  period.  For  purposes  of  the  illustration  a  small 
number  of  transactions  were  taken  as  representative  of  an  account- 
ing period,  and  these  transactions  were  shown  recorded  in  the 
books  of  original  entry. 

As  the  next  step  in  the  illustration  of  departmental  trading 
accounts,  it  is  proposed  to  show  the  trading  accounts  for  this  small 
business  as  they  would  appear  after  the  books  of  original  entry 
illustrated  above  had  been  posted.  It  is  assumed  that  the  merchandise 
inventory  accounts  at  the  beginning  of  the  period  showed  balances 
as  follows:  inventory  hardware,  $2,270.00;  inventory  furniture, 
$2,540.00.  The  trading  group  of  accounts,  after  the  posting  for 
the  period  has  been  done,  will  appear  as  follows: 


Inventory — Hardware 


441 
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Purchases— Furniture 

P.J. 

1,350  00 

1 

1 

Freight,  Express,  and  Cartage  Inward— Hardware 

c. 

17 

50 

i 

i 

Freight,  Express,  and  Cartage  Inward— Furniture 

C. 

c. 

22 
24 

i 
50 
00 

i 
1 

Purchase  Returns  and  Allowances — Hardware 

i 
! 

r 

1 

P.R.A. 

250  00 

Purchase  Returns  and  Allowances— Furniture 

i 

| 

• 

P.R.A. 

200 

00 

i                                                          i 
Sales— Hardware 

1 

8.  J.    1 

1 

990  00 

Sales— Furaitufe 

1 

S.J. 

1,505 

00 

i               i 
Sales  Returns  and  Allowances — Hardware 

S.R.Ai 

45100 

1 

Freight,  Express,  and  Cartage  Outward— Hardware 

C. 

6 

00 

Freight,  Expres 

s,  and  C 

artage  Outward — Furniturv 

C. 

"1 

12 

00 

1 

The  next  step  in  the  illustration  is  to  show  the  journal  entries 
which  are  necessary  (1)  to  adjust  each  one  of  the  departmental 
inventory  accounts  so  it  will  show  the  correct  balance  at  the  begin- 
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tting;'(2)  to  adjust  the  departmental  purchases  accounts  so  they  will 
show  the  cost  of  goods  sold  for  each  department;  (3)  to  close  the 
balance  showing  the  cost  of  goods  sold  out  of  each  departmental 
purchases  account,  transferring  it  to  the  debit  of  the  departmental 
sales  account;  (4)  adjusting  the  sales  accounts  to  show  the  gross 
profit  on  sales  for  each  department;  and  (5)  transferring  these 
gross  profit  balances  to  Profit  and  Loss.  The  steps  involved  may- 
be traced  easily  enough  by  following  the  journal  entrfes  which 
would  appear  as  follows: 


December  31,  1920 


Purchases — Hardware 
Inventory — Hardware 
To    transfer    the    beginning    inventory    to 
the  Purchases   account. 


31 
Purchases — Furniture 

Inventory — Furniture 
To    transfer    the    beginning   inventory    to 
the   Purchases   account. 


31 
Inventory — Hardware 
Purchases — Hardware 
To  record  the  ending  inventory. 

31 
Inventory — Furniture 

Purchases — Furniture 
To  record  the  ending  inventory. 

31 
Purchases — Hardware 

Freight,  Express,  and  Cartage  Inward — 
Hardware 
To  transfer  the  cost  of  freight,  express,  and 
cartage  inward  on  hardware  to  the  Pur- 
chases account. 

31 

Purchases—Furniture 

Freight,  Express,  and  Cartage  Inward- 
Furniture 
To  transfer  the  cost  of  freight,  express,  and 
cartage  inward  on  furniture  to  the  Pur- 
chases account. 

31 
Purchase  Returns  and  Allowances — Hardware 
Purchases — Hardware 
To  credit  the  Purchases  account  with  hard- 
ware returns  and  allowances. 


2,370 


2,440 


2,385 


2,575 


17 


46 


250 


00  I 


00 


00 


00 


50 


50 


00 


2,370 


2,440 


2,385 


00 


00 


00 


2,575 


17 


46 


250  00 


00 


50 


50 
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December  31,  1920 


31 
Purchase  Returns  and  Allowances — Furniture 
Purchases — Furniture 
To  credit  the  Purchases  account  with  furni- 
ture returns  and   allowances. 

31 
Sales — Hardware 

Purchases — Hardware 
To  transfer  the  cost  of  hardware  sold  to 
the  Sales  account. 


31 

Sales — Furniture 

Purchases — Furniture 
To  transfer  the  cost  of  furniture  sold  to 
the   Sales  account. 


31 
Sales — Hardware 

SaQes  Returns  and  Allowances — Hardware 
To  debit  Sales  account  with  hardware  re- 
turns and  allowances. 


31 
Sales — Furniture 

Sales  Returns  and  Allowances — Furniture 
To  debit  Sales  account  with  furniture  re- 
turns and  allowances. 


31 
Sales — Hardware 

Freight,   Express,  and  Cartage  Outward 
— Hardware 
To  debit  Rales  account  with  cost  of  freight, 
express,  and  cartage  outward  on  hard- 
ware. 

31 
Sales — Furniture 

Freight,   Express,  and  Cartage  Outward 
— Furniture 
To  debit  Sales  account  with  cost  of  freight, 
express,  and  cartage  outward  on  furni- 
ture. 

31 
Sales — Hardware 
Profit  and  Loss 
To  transfer  the   gross   profit   on   sales  of 
hardware  to  the   Profit  and  Loss  ac- 
count. 

31 
Sales — Furniture 
Profit  and  Loss 
To  transfer  the   gross   profit   on    sales  of 
furniture   to  the  Profit  and  Loss  ac- 
count. 


200 


00 


702 


1.061 


740 


45 


50 


1200 


241 


386 


50 


00 


00 


600 


50 


50 


20000 


70250 


1,061 


740 


45 


50 


00 


00 


(00 


12 


241 


386 


00 


50 


50 
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After  the  foregoing  journal  entries  have  been  made  and  posted, 
the  trading  group  of  accounts  will  appear  as  follows: 


Inventory — Hardware 


2,370 


00 


J..         2,385 


00 


31 


To  Purchases 


Purchases— Hardware 


2^70 


00 


Inventory- 

-Furniture 

1 

J. 

2,440 

00 

31 

To  Purchases 

J. 

2,440 

00 

1 

' 

J. 

2,575 

00 

Inventory 
Freight  In 


P.J. 
J. 
J. 


950 
2,370 


3,337  50 


17  50 


31  Inventory 

31  Returns     and 

Allow. 
31  To  Sales 


J. 
J. 


2,385 


25000 


702 


3,337 


0* 


50 


5(1 


Purchases— Furniture 


Freight  In 


P.J. 
J. 
J. 


1,350  00 

2,440  00 

46  50 


3,836  50 


Inventory 
Returns    and 

Allow. 
To  Sales 


J. 
J. 


2,675 

200 
1,061 


00 

00 
50 


50 


Freight,  Express,  and  Cartage  Inward— Hardware 


31 


17  50 


31  Purchases 


17  50 


Freight,  Express,  and  Cartage  Inward— Furniture 


31 


C 
C. 


22 
24 


46 


50 


31 


Purchases 


46 


50 


46 


50 


Purchase  Returns  and  Allowances— Hardware 


31  Purchases 


J. 


250  00 


31 


P.  R.  A.       250  00 


Purchase  Returns  and  Allowances— Furniture 


31  Purchases 


200  00 


31 


P.R.A.       200  00 
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Sales— Hardware 


31 

Cost  of  Goods 
Sold 

J. 

702 

50 

31 

S.J. 

990 

00 

31 

Returns    and 
Allow. 

J. 

40 

00 

31 

Freight  Out 
To  Profit  and 

J. 

6 

00 

31 

Loss 

J. 

241 

50 

t 

990 

00 

990 

00 

Sales — Furniture 

31 

Cost  of  Goods 

31 

S.J. 

$1,505  00 

Sold 

J. 

1,061 

50 

31 

Returns     and 
Allow. 

J. 

45 

00 

31 

Freight  Out 
To  Profit  and 

J 

12 

00 

31 

Loss 

J. 

386 

50 

i 

1,505 

00 

1,505 

00 

Sales  Returns  and  Allowances— Hardware 


31 


S.R.A. 


40  00 


31  To  Sales 


J. 


4000 


Sales  Returns  and  Allowances— Furniture 


31 


S.  R.  A. 


45  00 


31  To  Sales 


45  00 


Freight,  Express,  and  Cartage  Outward— Hardware 


31 


6  00 


31  To  Sales 


J. 


600 


Freight,  Express,  and   Cartage  Outward— Furniture 


31 


12  00 


31  To  Sales 


12  00 


An  examination  of  the  foregoing  group  of  trading  accounts  will 
show  that  the  two  departmental  purchases  accounts  have  been 
adjusted  to  show  the  cost  of  goods  sold  in  the  two  departments, 
and  that  this  amount  has  then  been  transferred  to  the  departmental 
sales  account  in  each  case.  The  accounts  subsidiary  to  each  de- 
partmental sales  account  were  then  closed  into  that  account,  and 
each  of  the  sales  accounts  was  made  to  show  the  gross  tr&ding 
profit  for  its  department.  After  the  gross  trading  profit  for  each 
department  has  been  transferred  to  the  Profit  and  Loss  account, 
all  the  trading  accounts  are  closed,  or  at  least  all  of  them  that  are 
in  the  nature  of  revenue  accounts.  The  departmental  inventory- 
accounts,  being  asset  accounts,  remain  open,  each  showing  the 
amount  of  the  new  inventory  for  that  department. 
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Showing  Departmental  Analysis  in  the  Reports 

It  is  hardly  necessary  to  point  out  that  all  this  classification 
of  information  about  trading  operations  on  a  departmental  basis 
would  scarcely  be  maintained  in  the  books  of  original  entry  and  in 
the  accounts  except  for  the  purpose  of  making  it  possible  to  pre- 
pare reports  showing  such  a  classification.  To  complete  the  illus- 
tration which  has  been  carried  through  the  present  and  the  pre- 
ceding chapters,  therefore,  it  is  necessary  to  show  how  these  items 
would  appear  in  the  Statement  of  Profit  and  Loss  which  would  be 
prepared  at  the  end  of  the  period  in  question.  Since  the  depart- 
mental analysis  in  this  illustration  is  carried  only  to  the  extent  of 
determining  the  gross  trading  profit  by  departments,  only  the  trad- 
ing section  of  the  Statement  of  Profit  and  Loss  will  need  to  be 
shown.  This  trading  statement,  giving  the  gross  profit,  may  be 
repeated  for  each  department,  or  if  there  is  room  on  the  paper,  it 
may  be  presented  in  a  comparative  form.  Since  there  are  only  two 
departments  concerned  here,  it  is  possible  to  use  the  comparative 
form.  The  statement  for  the  business  under  consideration  drawn 
up  in  this  form  will  appear  as  follows: 

BARKER  AHD  ALECAMDBR 
STANDOUT  OP  PROPIT  AHD  LOSS, 
For  the  Period  Deo.  1  to  Deo.  81,  192.. 


Oroaa  Salea  ............. 

Leaa: 

Salea  Rat.  and  Allow. 

Oat  Freight,  eto.  ... 
■at  Salea  


Trading  Saotion 


Ooat  of  Oooda  Soldi 

Oroaa  Pttrohaaaa 

Laaa: 
Purohaaaa  Rat.  and  Allow. 

■at  Purohaeea 

Add: 

Inventory  (Initial)  

In  Freight,  ato 

Total 

Deduot: 

Inventory  (Pinal)  

Coat  of  Oooda  Sold  

Oroaa  Trading  Profit  

Total  Oroaa  Trading  Profit  .., 


Hardware 


960 


eso  oo 


700 


£370 


2385 


00 


00 


oo 


990 


46 

-5*T 


702  50 
241  50 


00 


Furniture 


45 

12 


1360 


2440 
46 


2575 


00 


00 


1505 


. 57 

"iwr 


1061 
~58T 


T" 

Illustration  No.  43 — Statement  of  Profit  and  Loss 
Showing  Departmental  Analysis 


oo 


oo 

7J0"~ 


From  this  point  onward  the  Statement  of  Profit  and  Loss  would 
not  differ  from  the  forms  that  have  been  previously  illustrated. 


Digitized  by 


Googk 


448  Bookkeeping  and  Accounting 

Summary 

From  the  discussion  and  illustrations  in  the  present  and  pre- 
ceding chapters,  the  student  should  have  gained  a  fairly  clear  idea 
of  some  of  the  reasons  why  the  trading  group  of  accounts  may  be 
divided  on  a  departmental  basis.  He  should  also  have  been  enabled 
to  understand  something  of  the  sort  of  modifications  in  the  forms 
of  the  books  of  original  entry  that  may  be  made  to  facilitate  such 
a  division  of  these  accounts ;  and  of  the  method  of  procedure  to  be 
followed  in  entering  the  transactions,  posting  them  to  the  accounts 
themselves,  adjusting  and  closing  out  these  accounts;  and  finally, 
of  presenting  the  information  which  is  furnished  by  them  in  the 
accounting  reports  at  the  close  of  the  period. 

In  a  great  many  of  the  more  highly  organized  business  enter- 
prises, departmentalization  of  the  accounts  does  not  stop  with  the 
trading  accounts,  but  goes  much  further,  and  attempts,  with  vary- 
ing degrees  of  success,  to  make  it  possible  to  report  net  operating 
profit  by  departments.  Discussion  of  the  problems  and  procedure 
involved  in  such  an  organization  as  this,  however,  can  not  advan- 
tageously be  taken  up  at  this  point,  but  must  be  left  for  later 
consideration. 
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QUESTIONS  FOB  CLASS  DISCUSSION 

1 
The  Vandalia  Mercantile  Company  (a  retail  store)  have  the 
following  departments:  men's  ready-to-wear,  ladies'  ready-to-wear, 
grocery  and  millinery.  The  company  desire  to  keep  their  records 
so  as  to  be  able  to  determine  the  gross  profit  received  from  each 
department.  Give  the  accounts  which  will  have  to  be  maintained 
to  make  this  possible. 

2 
If  this  company  were  a  wholesale  company,  in  what  way  would 
their  trading  accounts  be  different? 

3 

Explain  the  construction  of  the  purchases,  sales  and  cash  records 
which  would  be  required  by  this  company. 

4 
Customers  frequently,  purchase  goods  in  two  or  more  depart- 
ments. It  is  inconvenient  for  them  to  make  a  separate  payment 
for  the  goods  purchased  in  each  department.  Explain  how  such 
sales  may  be  handled  so  that  only  one  payment  for  the  total  may 
be  made  by  the  customer. 

5 

Explain  the  journal  entries  which  will  be  necessary  to  adjust 
and  close  the  trading  accounts  of  the  Vandalia  Mercantile  Com- 
pany at  the  end  of  the  fiscal  period. 

6 
The  company  decides  to  open  a  produce  department  in  order  that 
it  may  purchase  the  produce  of  its  rural  customers.  They  pur- 
chase some  of  the  produce  for  cash,  but  in  most  cases  the  customer 
delivers  the  produce  to  the  company  and  takes  in  exchange  mer- 
chandise selected  from  the  other  departments.  Most  of  the  produce 
purchased  will  be  shipped  to  the  city  markets,  but  some  of  it  is 
sold  to  local  customers.  Give  the  additional  accounts  which  will 
be  necessary  because  of  the  establishment  of  the  produce  depart- 
ment. 
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7 
At  the  end  of  the  year  the  records  show  that  a  slight  loss  has 
resulted  from  the  purchase  and  sale  of  produce.     Does  this  meaa 
that  it  is  unprofitable   to  maintain  this   department   and  that   it 
should  be  discontinued? 

8 
Explain  how  the  profit  or  loss  of  each  department  will  be  shown 
on  the  Statement  of  Profit  and  Loss. 

9 

The  James  Department  Store  has  four  departments.  In  the 
past  it  has  maintained  separate  trading  accounts  with  each  depart- 
ment so  the  gross  profit  from  the  sales  of  each  department  could 
be  determined.  The  general  manager  decides  that  in  the  future 
he  desires  to  know  the  net  profit  of  each  department  instead  of  the 
gross  profit.  What  will  be  necessary  in  order  that  he  may  obtain 
this  information? 

10 

Do  you  think  the  general'  manager  is  correct  in  desiring  to  know 
the  net  instead  of  the  gross  profit  of  each  department?  Why  do 
not  all  stores  which  have  a  departmental  organization  determine 
the  net  profit  of  each  department? 
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LABORATORY  MATERIAL 
Practice  Set  No.  3 — Continued 

March  14 

Received  check  from  A.  W.  White,  in  payment  for  merchandise 
sold  him  March  5th. 

Received  notice  from  the  bank  that  the  sight  draft  accompany- 
ing the  bill  of  lading  for  sales  invoice  No.  59  has  been  collected  and 
deposited  to  our  account. 

Withdrew  $205.00  from  the  bank  to  pay  the  following:  weekly 
pay-roll,  $135.00 ;  Humphrey,  $40.00,  for  personal  use ;  Long,  $30.00, 
for  personal  use. 

Sold  Gregg  Hardware  Company,  Rochester,  terms  2/10,  n/60, 
merchandise  as  per  carbon  copy  of  sales  invoice  No.  63,  cutlery, 
$45.45;  hardware,  $104.94;  total,  $150.39. 

Gave  United  Railways  a  check  for  $52.10  freight  on  hardware 
purchased. 

March  16 

Received  check  from  Victor  Price  &  Co.  in  payment  of  merchan- 
dise sold  them  March  6th. 

Purchased  hardware  from  Wickwire  Brothers,  Cleveland,  as  per 
our  purchase  invoice  No.  21,  terms  2/10,  n/60,  $293.75. 

Received  a  check  from  the  Jackson  Hardware  Co.  in  payment  of 
trade  acceptance  received  from  them  February  14th. 

Mr.  Carpenter  reports  traveling  expenses  for  the  week,  $29.10. 

Gave  the  Merchants'  National  Bank  a  check,  in  payment  for  the 
trade  acceptance  accepted  February  13th,  in  favor  of  Muskegon 
Motors  Co. 

Sold  John  Hartman,  Grant  Park,  term  C.  O.  D.,  hardware  as 
per  carbon  copy  of  sales  invoice  No.  64,  $129.11. 

See  third  transaction  on  March  10th. 

March  17 

Received  check  as  follows:  James  W.  Shore,  in  payment  of 
merchandise  sold  him  March  7th,  less  discount;  Gregg  Hardware 
Company,  in  payment  of  merchandise  sold  them  January  13th. 

Sold  J.  B.  Stebbins  &  Co.,  1121  Sherman  Ave.,  City,  terms  2/10, 
n/60,  cutlery  as  per  carbon  copy  of  sales  invoice  No.  65,  $168.25. 
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March  18 

Received  check  from  A.  W.  White,  in  payment  of  merchandise 
sold  him  January  15th. 

Gave  J.  F.  Edwards  a  check  for  $25.00  for  office  stationery. 

Received  notice  from  the  bank  that  the  sight  draft  accompany- 
ing the  bill  of  lading  for  sales  invoice  No.  64  has  been  collected  and 
credited  to  our  account 

Sold  the  Central  Hardware  Co.,  555  Slilton  St.,  City,  terms  3%, 
30-day  trade  acceptance,  cutlery  as  per  carbon  copy  of  sales  invoice 
No.  66,  $156.53. 

March  19 

The  bank  notified  us  that  the  note  left  for  collection  on  the  13th 
has  been  paid  and  our  account  credited  for  the  amount. 

Received  check  from  Lang  Brothers  Hardware  Co.,  in  payment 
for  merchandise  sold  them  March  9th,  less  discount. 

Paid  Henry  Disston  &  Co.  for  merchandise  purchased  from  them 
March  9th,  less  discount. 

Sold  Lewis  Hardware  Co.,  Centralia,  terms  2/10,  n/60,  mer- 
chandise as  per  carbon  copy  of  our  sales  invoice  No.  67,  cutlery, 
$86.25;  hardware,  $187.00;  total  of  sale,  $273.25. 

Received  a  30-day  trade  acceptance  from  Central  Hardware  Co., 
in  payment  of  merchandise  sold  them  March  18th,  as  per  terms  of 
the  sale.  This  acceptance  was  accepted  March  18th,  payable  at 
Merchants'  National  Bank. 

March  20 

Bought  hardware  from  W.  D.  Allen  &  Co.,  Cleveland,  as  per 
purchases  invoice  No.  22,  terms  2/10,  n/60,  $706.00. 

Sold  W.  H.  Stevens,  McHenry,  terms  2/10,  n/60,  hardware  as 
per  carbon  copy  of  sales  invoice  No.  68,  $248.55. 

Received  a  check  in  payment  of  the  trade  acceptance  received 
from  A.  L.  Burton  January  20th. 

Sold  A.  L.  Burton,  Elgin,  terms  2/10,  n/60,  merchandise  as  per 
carbon  copy  of  sales  invoice  No.  69,  hardware,  $54.27;  cutlery, 
$145.53 ;  total  of  sale,  $199.80. 

March  21 
Received  checks  as  follows:    T.  W.  Richardson,  in  payment  of 
merchandise  sold  him  March  11th,  less  discount;  Thomas  &  Lake 
Hardware  Co.,  in  payment  of  merchandise  sold  them  March  12th, 
less  discount. 


Digitized  by 


Googk 


Summarizing  and  Reporting  Trading  Items  453 

Withdrew  $245.00  from  the  bank  to  pay  the  following:  weekly 
pay  roll,  $135.00;  Mr.  Humphrey,  for  personal  use,  $25.00;  Mr.  Long, 
$85.00 — $20.00  for  personal  use  and  $65.00  for  traveling  expenses  of 
a  buying  trip. 

Sold  Fred  Dole,  Clinton,  terms  2/10,  n/60,  hardware  as  per 
carbon  copy  of  sales  invoice  No.  70,  $233.62. 

March  23 

Received  check  from  James  W.  Shore,  in  payment  of  merchan- 
dise sold  him  January  21st. 

Returned  to  W.  D.  Allen  &  Co.  a  part  of  the  hardware  pur- 
chased March  20th,  and  received  credit  for  $198.00. 

Mr.  Carpenter  reports  traveling  expenses  for  the  week,  $32.00. 
Sent  him  a  check  for  $50.00,  additional  expense  money. 

Sold  Gregg  Hardware  Company,  Rochester,  terms  2/10,  n/60, 
merchandise  as  per  carbon  copy  of  sales  invoice  No.  71,  hardware, 
$219.01 ;  cutlery,  $73.03 ;  total  of  sale,  $292.04. 

March  24 

Sold  N.  D.  Norris  &  Sons,  Kankakee,  terms  2/10,  n/60,  hard- 
ware as  per  carbon  copy  of  sales  invoice  No.  72,  $190.47. 

Gave  the  Merchants'  National  Bank  a  check  in  payment  of  the 
trade  acceptance  in  favor  of  W.  D.  Allen  &  Co.,  accepted  Febru- 
ary 23rd. 

March  25 

Received  check  from  Gregg  Hardware  Company,  in  payment  of 
merchandise  sold  them  March  14th,  less  discount. 

Bought  from  Russel  Erwin  Co.  hardware  as  per  purchases 
invoice  No.  23,  terms  2/10,  n/60,  $394.00. 

Sold  Lang  Brothers  Hardware  Company,  Crown  Point,  terms 
2/10,  n/60,  merchandise  per  carbon  copy  of  sales  invoice  No.  73, 
hardware,  $316.70;  cutlery,  $77.85;  total  of  sale,  $394.55. 

March  26 

Paid  Wickwire  Brothers  for  merchandise  purchased  from  them 
March  16th,  less  discount. 

Sold  Victor  Price  &  Co.,  Galesburg,  terms  2/10,  n/60,  hardware 
as  per  carbon  copy  of  sales  invoice  No.  74,  $319.75. 
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March  27 

Bought  hardware  from  J.  F.  Reinhart  Mfg.  Co.,  Liberty  Mills, 
per  our  purchases  invoice  No.  24,  terms  2/10,  n/60,  $295.00. 

Sold  W.  H.  Stevens,  McHenry,  terms  2/10,  n/60,  merchandise 
as  per  carbon  copy  of  sales  invoice  No.  75,  hardware,  $234.50; 
cutlery,  $48.75;  total  of  sale,  $283.25. 

March  28 

Sold  Johnson  &  Lewis  Hardware  Co.,  Gary,  terms  2/10,  n/60, 
merchandise  as  per  carbon  copy  of  sales  invoice  No.  76,  hardware, 
$84.75;  cutlery,  $65.35. 

Withdrew  $195.00  from  the  bank  to  pay  the  following:  weekly 
pay  roll,  $135.00 ;  Humphrey  and  Long,  each  $30.00  for  personal  use. 

Purchased  from  E.  C.  Simmons  Hardware  Co.,  St.  Louis,  cutlery 
as  per  our  purchases  im  oicc  No.  25,  terms  2/10,  n/60,  $630.90. 

March  30 

Received  check  from  A.  L.  Burton,  in  payment  of  merchandise 
sold  him  March  20th,  less  discount. 

Lang  Bros.  Hardware  Co.  returned  the  following  merchandise 
for  credit:  hardware,  $17.65;  cutlery,  $12.80. 

Paid  W.  D.  Allen  &  Co.  for  merchandise  purchased  from  them 
March  20th,  less  merchandise  returned  and  less  discount. 

Sold  A.  W.  White,  Paxton,  terms  2/10,  n/60,  merchandise  as 
per  carbon  copy  of  sales  invoice  No.  77,  hardware,  $265. r~  cutle~*\ 
$47.85,  total  of  sale,  $313.10. 

March  31 

Sold  Fred  Dole,  Clinton,  terms  2/10,  n/60,  merchandise  us 
per  carbon  copy  of  sales  invoice  No.  78,  hardware,  $196.00;  cutlery, 
$53.85;  total  of  sale,  $249.85. 

Received  a  credit  bill  from  E.  C.  Simmons  Hardware  Co.  for 
$29.90,  cutlery  returned. 

Gave  the  United  Railways  a  check  for  $74.79,  in  payment  of 
freight  on  merchandise  purchased.  $24.16  of  this  amount  is  on 
purchases  of  cutlery  and  the  remainder  on  purchases  of  general 
hardware. 

Mr.  Carpenter  reports  expenses  for  the  week,  $28.50. 

Make  the  entry  for  the  monthly  salaries  of  the  partners. 

Prove  cash  (balance  $2,560.03).  Post  all  entries  to  date,  includ- 
ing the  totals  of  all  books  of  original  entry. 

(Continued  on  page  4}6) 
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CHAPTER  XXXI II 

THE  USE  OF  PERCENTAGES  AND  STATISTICS  IN 
ACCOUNTING 

The  Use  and  Value  of  Percentages 

It  has  been  emphasized  many  times  in  the  preceding  chapters 
that  the  primary  function  of  accounting  is  to  provide  information 
which  may  be  used  to  manage  and  control  a  business.  In  order  to 
obtain  such  information  it  is  necessary  that  accounting  records  be 
designed  which  will  provide  accurate  information  and  that  proper 
methods  be  used  to  present  this  information  so  that  it  can  be 
used  by  those  who  are  responsible  for  the  management  of  the 
business.  In  previous  chapters  the  designing  of  such  records  has 
been  discussed  and  the  use  of  the  Balance  Sheet  and  Statement  of 
Profit  and  Loss  as  a  means  of  presenting  the  information  provided 
by  such  records  has  been  explained  and  illustrated. 

The  Balance  Sheet  and  the  Statement  of  Profit  and  Loss  are  the 
two  reports  most  frequently  used  by  business  men.  There  is  cer- 
tain information  in  addition  to  that  provided  by  these  reports,  how- 
ever, which  is  necessary  in  order  that  they  may  be  properly  inter- 
preted. There  is  also  other  information  which  is  often  necessary 
in  order  that  the  operations  of  the  business  may  be  properly  con- 
trolled previous  to  the  time  when  the  Balance  Sheet  and  the  State- 
ment of  Profit  and  Loss  are  prepared.  For  instance,  the  Statement 
of  Profit  and  Loss  at  the  end  of  the  year  may  show  that  a  net 
profit  of  $10,000.00  has  been  made  during  the  year.  The  question 
may  arise  whether  or  not  this  is  a  satisfactory  amount  of  profit. 
Prom  the  mere  statement  that  the  profit  for  the  year  is  $10,000.00 
it  is  impossible  to  judge  whether  the  business  has  been  conducted 
properly  during  the  year. 

In  addition  to  knowing  that  a  profit  of  $10,000.00  has  been 
made,  it  is  necessary,  among  other  things,  to  know  the  amount  of 
profit  which  was  made  during  the  previous  year,  in  order  to  deter- 
mine whether  or  not  the  business  of  this  year  has  increased  in 
proportion  to  the  business  of  previous  years;  and  it  is  desirable 
also  to  know  whether  other  firms  of  the  same  size  doing  a  similar 
business  under  similar  conditions  made  more  or  less  profit.    If,  by 
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consulting  the  Statement  of  Profit  and  Loss  of  the  preceding  year, 
it  is  seen  that  the  net  profit  for  last  year  was  $8,000.00,  and  that 
the  profit  for  this  year  is  $10,000.00,  it  may  appear  at  first  glance 
that  the  business  has  been  conducted  satisfactorily  during  the 
present  year.  If  the  sales  for  last  year,  however,  were  $100,000.00 
and  the  sales  for  this  year  were  $200,000.00,  it  would  not  be 
thought  that  the  business  for  the  present  year  had  been  conducted 
efficiently  since  the  sales  had  doubled,  but  the  net  profit  had  in- 
creased only  twenty-five  per  cent. 

It  will  be  seen,  therefore,  that  in  interpreting  information  pro- 
vided by  accounting  records  it  is  necessary  to  make  certain  com- 
parisons. In  making  these  comparisons  it  is  desirable  that  they  be 
stated  in  such  a  form  that  they  can  be  readily  understood.  It  has 
been  found  by  experience  that  a  very  effective  way  of  showing 
such  comparisons  is  to  state  them  by  means  of  percentages.  For 
instance,  in  the  illustration  given  above  where  the  sales  were  $100,- 
000.00  and  the  net  profit  $8,000.00,  the  profits  are  eight  per  cent, 
of  sales ;  while  during  the  next  year  when  the  sales  were  $200,000.00 
and  the  net  profits  $10,000.00,  the  profits  are  only  five  per  cent, 
of  the  sales. 

By  stating  the  amount  of  the  profits  for  the  two  years  in 
terms  of  percentages,  it  will  be  seen  that  the  net  profits  are  three 
per  cent  less  in  proportion  to  the  sales  than  they  were  during  the 
previous  year.  This  immediately  indicates  that  the  business  has 
probably  not  been  conducted  as  efficiently  during  the  current  year 
as  during  the  past  year — at  least  as  satisfactory  results  have  not 
been  obtained.  So  it  is  with  any  other  comparisons  when  stated 
in  terms  of  percentages — they  are  readily  comprehensible  to  any 
one  who  may  wish  to  read  them. 

It  is  the  purpose  of  the  present  chapter  to  discuss  the  use  of 
certain  percentages  as  well  as  certain  accounting  statistics  and  the 
methed  of  determining  these  percentages  and  statistics. 

Method  of  Determining  Percentages 

If  percentages  are  to  be  of  value,  it  will  readily  be  understood 
that  they  must  be  calculated  on  a  common  basis.  For  instance,  in 
the  foregoing  case  it  was  determined  that  the  net  profits  were  eight 
per  cent  of  the  sales  in  one  year  and  five  per  cent  of  the  sales 
the  following  year,  therefore  a  comparison  between  them  can  be 
made.  However,  if  it  is  determined  that  profits  for  one  year  are 
ten  per  cent  of  the  cost  of  goods  sold  and  for  the  next  year  are 
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eight  per  cent  of  the  sales,  then  comparison  can  not  be  made  be- 
cause the  percentages  are  figured  on  a  different  basis. 

There  has  been  much  argument  in  the  last  few  years  as  to  what 
should  be  used  as  the  basis  for  the  computation  of  percentages 
with  reference  to  profits,  expenses,  etc.  Some  claim  that  the  cost 
of  the  goods  sold  should  be  used  as  the  basis,  while  others  insist 
that  the  net  sales  should  be  considered  as  the  basis.  In  most  of 
the  texts  on  arithmetic  the  student  is  taught  that  the  costs  should 
always  be  considered  as  the  basis  in  calculating  percentages.  In 
business  practice,  however,  the  sales  price  is  more  frequently  used. 

During  the  last  few  years  the  National  Association  of  Credit 
Men,  Burroughs  Adding  Machine  Company,  Butler  Brothers,  The 
National  Implement  and  Vehicle  Association,  and  the  Harvard 
Bureau  of  Business  Research  have  prepared  and  distributed  articles 
advocating  the  use  of  sales  as  the  basis  of  calculating  percentages. 
It  is  obvious  that  either  may  be  used  with  accuracy  if  it  is  adhered 
to  with  consistency.  The  difficulty  in  the  past  has  been  that  many 
merchants  have  used  sales  as  a  basis  of  calculating  some  of  their 
percentages  and  have  used  cost  of  goods  sold  as  the  basis  for  cal- 
culating other  percentages;  consequently  they  have  been  led  into 
errors  and  confusion  when  they  attempted  to  use  the  statistics 
which  have  been  calculated  on  different  bases.  This  confusion 
constitutes  the  chief  error  encountered  in  actual  practice. 

Arguments  for  Using  the  Sales  Price  as  the  Base  for  Calculating 
Percentages 

There  are  some  advantages,  however,  in  computing  expense  and 
profit  percentages  on  sales  rather  than  on  the  cost  of  goods  sold. 
A  few  years  ago  the  Burroughs  Adding  Machine  Company  pub- 
lished a  little  pamphlet  written  by  Thomas  A.  Fernley  giving 
twelve  reasons  why  the  percentage  of  profit  should  be  figured  on 
the  selling  price  and  not  on  the  cost. 

The  reasons  stated  by  Fernley  are  as  follows : 

1.  Because  the  remuneration  of  salesmen  is  figured 
on  a  certain  percentage  of  the  selling  price. 

2.  Because  the  percentage  of  expense  of  conduct- 
ing business  is  based  on  the  selling  price.  If  you  take 
per  cent  of  profit  on  cost  and  per  cent  of  expense  on 
selling  price,  where  are  you? 

3.  Because  the  mercantile  and  other  taxes  are  in- 
evitably based  on  per  cent  of  gross  sales. 
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4.  Because  the  sales  totals  are  always  given  in 
books  of  record.  Cost  totals  are  seldom,  if  ever, 
shown. 

5.  Because  the  profit  must  provide  for  two  items  of 
capital — one  the  capital  invested  in  merchandise,  the 
other  the  capital  necessary  for  operating  expenses  and 
other  expenditures  not  properly  chargeable  to  the  mer- 
chandise account.  This  is  only  possible  where  profit 
is  figured  on  the  selling  price. 

6.  Because  it  indicates  correctly  the  amount  of 
gross  or  net  profit  when  cost  of  sales  is  stated.  The 
percentage  of  profits  on  sales  is  indicative  of  char 
acter,  a  result  of  the  use  of  the  business — percentagt 
of  profit  on  cost  is  not. 

7.  Because  allowances  in  percentage  to  customers 
lire  always  from  selling  price. 

8.  Because  no  profit  is  made  until  sale  is  actually 
effected. 

9.  Because  nine  stores  in  ten  which  do  not  figure 
on  the  selling  price  get  mixed  somewhere  in  their 
figures  and  do  not  know  whether  they  are  going  for- 
ward or  backward. 

10.  Because  the  big  stores  figure  on  selling  price. 

11.  Because  it  puts  the  retailer  where  a  customer 
will  not  so  likely  call  him  a  robber  if  he  learns  the 
percentage  of  profit.  Twenty  per  cent,  of  a  selling 
price  is  twenty-five  per  cent,  on  the  cost,  but  the 
twrenty  per  cent,  does  not  seem  as  large  an  amount 

12.  Because  if  you  figure  on  the  selling  price  you 
can  go  to  the  cash  drawer  and  say  that  "ten  per  cent, 
of  that  money  is  my  profit"  instead  of  having  to  say 
that  "ten  per  cent,  of  the  cost  of  the  goods  which  I 
sold  for  that  money  is  my  profit.' ' 

In  a  book  published  by  Butler  Brothers,  of  New  York,  Chicago, 
St.  Louis  and  Minneapolis,  entitled  "The  Butler  Way  System 
Book,"  there  is  the  following  statement  with  reference  to  the  use 
of  sales  price  as  the  basis  of  calculating  percentages  of  expense 
and  profit: 

"Never,  never  figure  your  per  cent  of  profit  on  cost.  Burn 
this  rule  into  your  brain  some  way  so  that  you  will  never  forget  it. 
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It  will  save  you  time,  it  will  save  you  much  worry,  it  will  help 
you  increase  your  net  returns.  Kemember  always  that  your  profit 
comes  out  of  your  selling  price  and  not  out  of  the  cost.  You  buy 
a  thing  for  a  dollar  and  place  it  in  your  stock.  You  buy  it  so  you 
can  gain  a  profit.  •  Where  are  you  going  to  gain  this  profit,  out 
of  the  dollar,  or  out  of  the  object  itself?  It  is  perfectly  obvious 
you  will  gain  no  profit  from  this  article  until  you  sell  it.  Than 
you  sell  it,  say,  for  $1.50;  you  paid  fifty  cents  less  for  it.  This 
fifty  cents  is  part  of  the  $1.50  you  get  for  the  thing,  not  part  of 
the  dollar  you  paid  for  it.  The  fifty  cents  represents  your  gross 
profit — gross  profit  on  the  sale.  And  since  it  is  the  sale  that  pays 
the  profit,  it  is  obvious  that  the  sale  is  the  logical  basis  upon  which 
to  figure  the  profit.' ' 

Important  Considerations  in  Figuring  Percentages 

As  indicated  previously,  the  most  important  consideration  in 
figuring  percentages  is  that  they  all  be  calculated  on  the  same 
basis  whether  that  basis  be  the  sales  price  or  cost  of  goods  sold, 
and  that  they  be  figured  accurately.  Many  a  merchant  goes  wrong 
on  the  question  of  figuring  his  profits  not  only  in  his  percentage 
calculations,  but  also  because  he  uses  one  basis  in  making  some 
percentages  and  another  basis  in  making  other  percentages.  Al- 
though it  seems  quite  easy  to  one  accustomed  to  making  mathe- 
matical percentages  to  figure  them  accurately,  many  business  men 
make  errors  in  connection  therewith. 

A  few  years  ago  a  certain  manufacturer  sent  out  broadcast  to 
retailers  of  all  classes  an  invitation  to  solve  this  problem: 

"A  certain  article  costs  one  dollar,  wholesale,  in- 
cluding freight.    What  will  it  have  to  be  sold  for  to  > 
bring  a  net  profit  of  twelve  per  cent,  after  allowing  i 
eighteen  per  cent,  for  the  cost  of  doing  business TM  ' 


About  one  thousand  retailers  sent  in  solutions.  The  answers 
varied  from  $1.12  to  $1.60.  It  can  be  seen,  therefore,  from  this 
illustration  that  many  business  men  are  apt  to  figure  their  costs 
and  profits  incorrectly. 

Methods  of  Calculating  Percentages 

The  problem  given  in  the  foregoing  paragraph  may  be  used  as 
a  means  of  illustrating  the  method  of  calculating  percentages  cor- 
rectly.   If  the  sales  price  is  to  be  used  as  the  basis  for  calculating 
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percentages,  the  article  must  be  sold  for  $1.43.     The  method  of 
obtaining  this  amount  may  be  shown  in  tabulated  form  as  follows: 

Selling  Price 100% 

Cost  of  Doing  Business 18% 

Desired  Net  Profit 12% 

Selling  Cost  and  Profit 30% 


Wholesale  Cost 70% 


r0 


The  wholesale  cost  is  100  cents,  or  seventy  per  cent,  of  the  sell- 
ing price.  Divide  100  cents  by  70  and  you  get  $1.43  for  the  selling 
price  of  the  article. 

The  above  process  stated  in  the  form  of  a  rule  is  as  follows: 

1 1  To  find  the  selling  price  of  an  article  add  together 
the  cost  of  doing  business  and  the  desired  net  profit. 
Deduct  this  from  100.  Divide  the  result  into  the  cost 
price." 

If,  in  the  foregoing  illustration,  it  is  desired  to  use  the  cost  of 
the  goods  sold  as  a  basis,  the  selling  price  of  the  article  would  be 
$1.30.  This  is  obtained  by  adding  the  eighteen  per  cent,  consti- 
tuting the  cost  of  doing  business  and  the  twelve  per  cent,  repre- 
senting the  net  profit  desired,  which  will  give  a  total  of  thirty 
per  cent,  of  the  cost  price,  which  must  be  added  to  obtain  the  sell- 
ing price.  Thirty  per  cent,  of  one  dollar,  the  cost  price,  equals 
thirty  cents.  One  dollar,  or  the  cost  price,  plus  thirty  cents,  equals 
$1.30,  the  selling  price. 

It  will  be  seen  from  the  foregoing  illustration  that  it  makes 
considerable  difference  in  the  calculation  of  selling  price  whether 
the  cost  or  selling  price  is  used  as  a  basis.  Of  course,  if  it  is  de- 
sired that  the  article  sell  for  $1.43  and  it  is  also  desired  that  the 
cost  of  the  article  be  used  as  a  basis,  it  is  necessary  that  the  per- 
centages of  the  cost  of  doing  business  and  profit  must  be  changed. 

References  on  Methods  of  Calculating  Costs 

Frank  E.  Goodman,  in  an  article  entitled  "The  Cost  Accounting 
Fallacy  Exposed,' '  published  in  the  American  Paint  and  OH  Dealer 
for  June,  1912,  presents  an  argument  for  the  use  of  the  cost  of 
goods  sold  as  a  basis  for  the  calculation  of  percentages. 

Arguments  for  the  use  of  the  selling  price  as  the  basis  can  be 
found  in  the  pamphlet  published  by  the  Burroughs  Adding  Ma- 
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chine  Company,  to  which  previous  reference  has  been  made;  in 
various  pamphlets  which  have  been  published  by  the  National  Asso- 
ciation of  Credit  Men;  in  Nystrom's  "Economics  of  Retailing/' 
"The  Butler  Way  System  Book,"  published  by  Butler  Brothers, 
and  in  pamphlets  published  by  various  business  associations. 

Important  Percentages  with  Reference  to  Profits  and  Expenses 

There  are  many  percentages  with  reference  to  profits  and  ex- 
penses which  are  of  importance.  Some  of  those  which  are  most 
important  are  the  ratio  between  sales  and  the  cost  of  goods  sold, 
the  ratio  between  selling  expenses  and  sales,  between  buying  ex- 
penses and  sales,  between  delivery  expenses  in  the  case  of  a  retail 
business  and  sales,  between  administrative  expenses  and  sales,  be- 
tween gross  profits  and  sales,  and  between  net  profits  and  sales. 

Such  percentages  as  those  mentioned  may  be  very  valuable  to 
a  particular  business  concern  in  the  making  of  comparisons  be- 
tween months  or  years,  also  between  different  departments  in  its 
own  business,  and  also  between  its  own  business  and  other  busi- 
nesses engaged  in  the  same  lines,  if  such  statistics  are  available. 
For  instance,  it  would  be  quite  significant  if  a  particular  retail 
business  found  that  its  sales  for  one  year  were  $100,000.00  and  its 
delivery  expenses  were  $1,000.00,  or  one  per  cent.,  while  the  next 
year  its  sales  were  $110,000.00  and  its  cost  of  delivering  goods  to 
customers  was  $2,200.00,  or  two  per  cent.  The  concern  would  im- 
mediately desire  to  investigate  to  find  out  why  the  ratio  of  the 
percentage  to  sales  was  twice  as  much  the  second  year  as  the  first 
year.  It  would  also  be  of  considerable  significance  to  this  business 
for  it  to  find  its  delivery  expense  was  two  per  cent,  of  sales,  while 
the  expense  of  a  competitor  engaged  in  the  same  line  in  the  same 
city  was  only  one  per  cent,  of  the  sales. 

Many  other  similar  comparisons  will  occur  quite  readily  to  the 
student.  Some  of  the  more  important  of  these  comparisons  which 
may  be  stated  in  terms  of  percentages  are  indicated  in  the  accom* 
panying  laboratory  exercises. 

Method  of  Showing  Percentages 

One  of  the  most  prevalent  methods  of  showing  percentages  such 
as  those  discussed  above  is  by  indicating  them  on  the  Statement 
of  Profit  and  Loss.  In  such  cases  it  is  customary  to  indicate  the 
percentages  by  means  of  an  additional  column  on  the  Statement 
of  Pro^t  and  Loss  which  usually  appears  just  to  the  right  of  the 
totalf  of  the  various  items. 
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The  sales  price  is  treated  as  one  hundred  per  cent;  the  cost  of 
goods  sold,  the  gross  profits,  the  various  items  of  expense,  and 
the  net  profits  are  indicated  as  a  per  cent  of  the  sales.  The  method 
of  showing  percentages  in  this  manner  is  indicated  in  the  Statement 
of  Profit  and  Loss  given  in  Illustration  No.  44. 

JAMBS  O'COHHBR,  ' 

3TATRMBBT  OF  PROFIT  AH©  LOSS  FOR  YEAR  BDIBG 
81.  198. • 


Gross  Sslss  • 

Lsss:  Smlss  Returns 
1st  Sslss  


Inrsntory,  Jsa#  1,  192 8500  00 

Purehasss  . .  ♦  ♦ 

Lsss:  Lass  Inventory  at  Bnd  of 

Cost  of  Goods  Sold , 

Gross  Profit  on  Sslss  ••••••••••, 


Operating  Kxpensss: 

Buying  Expenses  ••••• 

Selling  Expenses  ••••••••••• 

Delivery  Expanses 

Administrative  Expensss  . ... 
Total  Opt rating  Expenses 
Est  Profit  on  Sales  •• 

■on-operating  Inoome  ♦ 


Gross  Inooms  .... 
Hon- operating  Expense 


82000 


800 

1500 

500 


00 


85000 


Est  Inoome 


84000 


76 


8076 
gP_ 

8085 


Psr  osnt  of  Sales 


100 
.04 
.96 

•10 
.78 
•16 
.78 
.84 


.008 
•06 
.08 

.078 
•  16 
•08 

•005 

•045 
•008 

•06 


Illustration  No.  44 — Statement  of  Profit  and  Loss 
Showing  Percentages 


The  Meaning  and  Importance  of  Turnover 

As  stated  at  the  beginning  of  this  chapter,  there  are  various 
kinds  of  statistics  which  are  of  value  in  the  control  and  manage- 
ment of  a  business.  Some  of  the  important  statistics  which  may 
be  represented  by  means  of  percentages  are  stated  and  illustrated 
in  the  preceding  paragraphs.  Another  kind  of  statistics  which  is 
very  important  is  that  with  reference  to  turnover. 

With  reference  to  a  particular  article  it  may  be  determined 
that  the  net  profit  is  five  per  cent,  but  to  know  that  the  profit  is 
five  per  cent  is  not  sufficient.  It  must  further  be  determined  how 
long  it  is  from  the  time  the  article  is  purchased  to  when  the  article 
is  sold.  If,  on  the  average,  the  article  remains  in  stock  six  months 
after  it  is  purchased  before  it  is  sold,  only  one-half  as  much  profit 
will  be  made  in  connection  with  this  article  as  if  it  were  sold  in 
three  months  after  it  is  purchased.  This  should  be  seen  readily, 
for  in  the  first  case  the  article  could  be  bought  and  sold  only  two 
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times  during  the  year,  therefore  only  ten  per  cent,  profit  will  be 
made  on  it;  in  the  second  case,  the  article  can  be  purchased  and 
sold  four  times  during  the  year,  and  therefore  a  twenty  per  cent, 
profit  will  be  made. 

It  can,  therefore,  be  seen  that  it  is  much  more  profitable  to  sell 
an  article  which  on  the  average  remains  in  stock  only  three  months 
than  to  sell  an  article  which  remains  in  stock  six  months.  Hence 
it  is  quite  important  for  the  merchant  to  determine  the  number  of 
times  that  an  article  can  be  purchased  and  sold  within  a  year.  The 
number  of  times  an  article  can  be  sold  or  turned  over  within  the 
year  is  known  as  the  turnover,  and  the  calculation  of  the  number 
of  times  it  can  be  purchased  and  sold  during  the  year  is  termed 
the  calculation  of  turnover. 

Method  of  Calculating  Turnover 

In  practice   it  will  be  found   that   several   methods   are   used 
in  the  determination  of  merchandise  turnover.     There  are,  in  fact, 
but  two  methods  of  determining  turnover  accurately.     They  are    . 
as  follows : 

1.  Divide  the  cost  of  the  goods  sold  during  the  year  by  the 
cost  of  the  average  inventory  of  the  year.  For  instance,  a  retail 
store  carries  on  the  average  a  stock  of  goods  the  cost  price  of 
which  is  $20,000.00,  and  makes  during  the  year  sales  of  $100,000.00, 
on  which  a  gross  profit  of  twenty  per  cent,  is  made.  The  cost  of 
goods  sold  is  $80,000.00  and  the  turnover  is  four. 

In  other  words,  in  this  store,  on  an  average,  the  articles  sold 
remain  in  stock  three  months  after  they  are  purchased  before  they 
are  sold.  It  will,  of  course,  be  realized  that  it  is  rather  dangerous 
to  try  to  determine  the  turnover  on  all  the  goods  carried  in  stock. 
It  is  more  accurate  to  determine  if  possible  the  turnover  for  each 
kind  of  goods,  since  the  turnover  varies  on  each  kind. 

2.  The  turnover  may  be  determined  by  dividing  the  average 
inventory  for  the  year  at  sales  price  into  the  sales  at  sales  price. 
For  instance,  taking  the  illustration  given  above,  where  the  aver- 
age inventory  at  cost  is  $20,000.00  and  the  sales  for  the  year  are 
$100,000.00,  on  which  an  average  gross  profit  of  twenty  per  cent, 
is  made:  if  the  inventory  is  taken  at  sales  price,  it  will  be  seen 
that  it  will  amount  to  $25,000.00,  and  dividing  the  total  sales  of 
$100,000.00  by  $25,000.00,  a  turnover  of  four  will  be  obtained. 

It  will  be  seen  that  the  same  result  is  obtained  as  in  the  first 
place  where  the  inventory  at  cost  was  divided  into  the  sales  at  cost. 
Either  method  can  be  used,  whichever  is  the  more  convenient. 
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QUESTIONS  FOR  CLASS  DISCUSSION 

1 
The  Statement  of  Profit  and  Loss  of  the  Brown  Department 
Store  shows  a  net  profit  of  $400,000.00  has  been  made  during  the 
year  1919.  Does  this  indicate  that  the  year  of  1919  has  been  an 
exceedingly  prosperous  year  for  this  store  and  does  it  also  indicate 
that  this  store  has  been  managed  efficiently  during  the  past  year? 

2 
A  further  analysis  of  the  operations  of  the  Brown  Department 
Store  shows  that  in  Department  A  profits  of  $50,000.00  have  been 
made  during  the  year,  while  in  Department  B  profits  of  $150,000.00 
have  been  made,  in  Department  C  $120,000.00  and  in  Department 
D  $100,000.00.  Can  you  determine  from  these  figures  which  depart- 
ment is  the  most  profitable,  or  which  of  the  departmental  managers 
is  the  most  efficient?    Why? 

3 

You  desire  to  make  a  comparison  between  the  gross  sales  and 
the  net  profits  of  one  hundred  different  firms.  You  have  these  first 
listed  and  their  gross  sales  shown  in  the  one  column  and  their  net 
profits  shown  in  a  second  column.  Would  you  be  able  easily  to 
make  a  comparison  of  these  items  by  a  statement  in  this  form?  In 
what  form  may  you  state  the  comparison  in  order  to  make  it  more 
useful  f 

4 
The  Brown  Mercantile  Company  state  that  their  net  profits  for 
the  past  year  are  ten  per  cent  of  their  gross  sales.  The  Smith 
Mercantile  Company  state  that  their  net  profits  are  fifteen  per  cent, 
of  the  cost  of  goods  sold.  Can  you  make  a  proper  comparison 
between  the  statistics  provided  by  these  stores? 

5 
The  Brown  Manufacturing  Company  assert  that  percentages 
should  always  be  figured  on  the  selling  price,  while  the  Smith 
Mercantile  Company  argue  that  percentages  should  always  be  based 
on  the  cost  of  goods  sold.  State  which  you  think  is  correct  and 
give  reasons  for  your  answer. 
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6 
An  article  is  purchased  by  the  X  Company  at  a  cost  of  $3.00. 
Assuming  that  it  is  desired  to  obtain  a  profit  of  ten  per  cent  and 
that  the  cost  of  doing  business  for  this  company  is  twenty  per 
cent,  explain  at  what  price  the  article  must  be  sold:  first,  if  the 
cost  of  the  article  is  used  as  a  basis,  and,  secondly,  if  the  selling 
price  of  the  article  is  used  as  a  basis. 

7 

State  some  of  the  more  important  percentages  which  may  be 
used  in  judging  past  results  in  the  making  of  future  plans. 

8 
How  may  percentages  with  reference  to  expenses  and  profits 
be  shown  in  convenient  form? 

9 
Explain  the  meaning  and  importance  of  turnover. 

10 
Explain  and  illustrate  two  methods  of  calculating  turnover. 
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LABORATORY  MATERIAL 
Practice  Set  No.  3 — Continued 
Instructions:    1.  Check  all  the  posting  for  March. 

2.  Take  a  Trial  Balance  of  the  general  ledger. 

3.  The  following  adjustments  are  to  be  made: 

(1)  Reserve  for  Bad  Debts  V-j  of  1%  of  Accounts  Receivable. 

(2)  Depreciation  on  Fixed  Assets: 

(a)  Furniture  and  Fixtures,  1%. 

(b)  Stockroom  Equipment,  1%. 

(c)  Delivery  Equipment,  1%. 

(3)  Accruals: 

(a)  Wages  for  one-third  of  a  week  are  accrued. 

(b)  Light   for   March,   $22.00;    Telephone    Service    and 
Telegrams,  $20.00;  Water,  $3.00. 

(4)  Inventories  are  as  follows: 

(a)  Hardware,  $11,165.27. 

(b)  Cutlery,  $2,209.89. 

(c)  Office  Supplies,  $20.00. 

(d)  Shipping  Supplies,  $10.00. 

(e)  Prepaid  Insurance  on  Truck,  $21.00. 

(f)  Prepaid  Insurance  on  Merchandise,  $112.50. 

(5)  Receiving  and  Shipping  Expense  is  to  be  apportioned 
equally  between  Freight,  Express  and  Cartage  In  and 
Freight,  Express  and  Cartage  Outward.  In  each  case 
three-fourths  will  be  charged  to  the  hardware  department 
and  one-fourth  to  the  cutlery  department. 

(6)  Delivery  Expense  is  to  be  apportioned  equally  between 
Freight  and  Cartage  In  and  Freight  and  Cartage  Out- 
ward. In  each  case  three-fourths  will  be  charged  to  the 
hardware  department  and  one-fourth  to  the  cutlery 
department. 

4.  Prepare  a  Working  Sheet,  Balance  Sheet,  and  Statement  of 
Profit  and  Loss.  Show  Freight  and  Cartage  Outward  as  a  deduction 
from  Sales  on  the  Statement  of  Profit  and  Loss.  See  Illustration 
No.  43,  page  447. 

5.  Make  the  journal  entries  necessary  to  give  effect  to  the 
adjustments  stated  above  and  post  same. 

6.  Make  the  journal  entries  necessary  to  close  the  ledger  ac- 
counts and  post  same. 

7.  Close  the  Accrued  Wages  and  Accrued  Expenses  accounts. 

8.  Make  a  post-closing  Trial  Balance. 

(Continued  on  Page  J/80) 
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CHAPTER  XXXIV 
FINANCIAL  REPORTS 

Definition  and  Purpose 

A  financial  report  may  be  defined  as  any  report  or  statement 
which  presents  financial  facts  or  statistics.  Financial  statistics  are 
those  which  relate  either  directly  or  indirectly  to  business  trans- 
actions. A  business  enterprise  is  performing  transactions  con- 
tinuously. The  results  of  these  transactions  are  expressed  statis- 
tically in  a  more  or  less  formal  way  in  the  accounting  records. 
They  are  usually  expressed  to  a  certain  extent  in  a  more  informal 
way  in  certain  supplementary  and  memorandum  records.  In  order 
that  these  statistics  may  be  available  and  understandable  for  the 
use  of  those  responsible  for  the  management  of  the  business,  they 
are  summarized  and  classified  by  means  of  financial  reports  or 
statements.  The  need  and  use  of  such  reports  have  been  empha- 
sized constantly  in  previous  chapters.  The  purpose  of  the  present 
chapter  is  to  explain  certain  modifications  of  the  reports  previously 
discussed  and  to  explain  and  illustrate  the  nature  and  purpose  of 
certain  additional  reports. 

The  Conventional  Financial  Reports 

The  two  reports  most  frequently  made  are  the  Balance  Sheet 
and  the  Statement  of  Profit  and  Loss.  In  fact,  in  the  past  these 
were  the  only  two  reports  which  were  usually  prepared  from  the 
accounting  records.  Accountants  often  failed  to  realize  that  the 
business  man  needed  any  information  in  addition  to  that  provided 
by  these  two  reports,  and  in  many  cases  the  business  man  failed 
to  realize  that  his  accounting  records  provided  information  other 
than  that  presented  by  the  Balance  Sheet  and  Statement  of  Profit 
and  Loss.  In  the  past  few  years,  however,  business  men  have 
found  that  they  need  information  in  addition  to  that  provided  by 
the  conventional  financial  reports,  and  accountants  have  attempted 
to  meet  this  need  in  two  wrays: 

1.  By  making  certain  modifications  and  additions  to 

the  conventional  reports. 

2.  By  preparing  additional  accounting  and  statistical 

reports. 
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It  is  the  purpose  of  the  present  chapter  to  discuss  and  illustrate 
these  additions  and  modifications. 

Exhibits 

An  exhibit,  from  an  accounting  viewpoint,  is  a  summarized  state- 
ment of  material  facts  with  reference  to  the  financial  condition  of 
the  business.  The  accountant  usually  prepares  three  exhibits  with 
reference  to  the  business: 

1.  The  Balance  Sheet,  which  is  usually  designated  as 

Exhibit  A. 

2.  The  Statement  of  Profit  and  Loss,  which  is  usually 

designated  as  Exhibit  B. 

3.  An  Analysis  of  the  Surplus  Account,  which  is  usually 

designated  as  Exhibit  C. 

If  other  exhibits  are  prepared  they  are  designated  alphabetically. 

The  tendency  at  the  present  time  is  to  make  the  exhibits  men- 
tioned brief  and  condensed  so  that  a  bird's-eye  view  of  the  financial 
condition  of  the  business  can  be  obtained  from  them.  The  individual 
items  which  compose  the  totals  shown  on  the  exhibits  are  provided 
by  means  of  supplementary  statements  which  accompany  the  ex- 
hibits as  explained  in  the  following  paragraphs. 

Schedules 

A  schedule  is  a  detailed  list  showing  the  items  which  compose  a 
total  shown  on  an  accounting  report.  Schedules  are  usually  pre- 
pared in  connection  with  the  Balance  Sheet.  They  are  usually  desig- 
nated by  numbers,  being  numbered  consecutively.  Schedules  may 
be  used  to  provide  detailed  information  with  reference  to  the  cash 
balance,  the  notes  receivable  and  payable,  the  accounts  receivable 
and  payable,  or  any  other  item  on  the  Balance  Sheet  the  composi- 
tion of  which  is  deemed  to  be  of  importance.  It  is  customary  to 
indicate  on  the  Balance  Sheet  that  a  schedule  accompanies  the 
Balance  Sheet  by  placing  the  number  of  the  schedule  immediately 
after  the  item  to  which  it  pertains.  For  instance,  the  John  Brown 
Company  may  have  a  cash  balance  of  $4,240.00  at  the  time  their  Bal- 
ance Sheet  is  prepared.  This  amount  may  be  represented  by  deposits 
in  two  banks,  by  a  petty  cash  fund,  and  by  a  cash  balance  in  the 
hands  of  a  branch  office.  On  the  Balance  Sheet  the  cash  balance 
may  be  shown  as  follows : 

Cash  (Schedule  No.  1) $4,240.00 
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Schedule  No.  1,  which  will  be  attached  to  the  Balance  Sheet, 
will  appear  as  follows : 

SCHEDULE  No.  i 
The  Cash  Balance 

Mercantile  Trust  Company $1,860.00 

First  National  Bank 1,682.40 

Petty  Cash  Fund 100.00 

St.  Louis  Branch   Office 587.60 

Total $4,240.00  • 


Other  schedules  with  reference  to  other  items  on  the  Balance 
Sheet  would  be  shown  in  the  same  manner  as  the  schedule  with 
cash. 

Analytical  Statements 

In  many  cases  the  terms  " analytical  statement"  and  " schedule' ' 
are  used  synonymously.  The  analytical  statement,  however,  is  more 
properly  used  in  connection  with  a  statement  which  gives  a  more 
detailed  analysis  than  that  provided  by  a  schedule.  Consequently, 
analytical  statements  are  used  more  frequently  in  connection  with 
the  analysis  of  some  item  appearing  on  the  Statement  of  Profit  and 
Loss,  such  as  an  expense  account.  For  instance,  if  all  selling  ex- 
penses are  debited  to  one  account  termed  Selling  Expenses  and 
shown  under  this  heading  on  the  Statement  of  Profit  and  Loss,  an 
analytical  statement  may  be  made  which  will  provide  an  analysis 
to  show  of  what  the  selling  expenses  consist.  Analytical  statements 
e*e  numbered  in  consecutive  order  and  are  referred  to  on  the  State- 
ment of  Profit  and  Loss  in  the  same  manner  that  a  schedule  is 
referred  to  on  the  Balance  Sheet.  To  illustrate :  It  may  be  assumed 
that  the  selling  expenses  of  the  John  Brown  Company  for  the  year 
are  $16,280.00,  and  that  this  item  includes  the  amounts  spent  for 
advertising,  for  salaries  of  salesmen,  for  traveling  expenses  of  sales- 
men, and  for  miscellaneous  selling  expenses.  On  the  Statement  of 
Profit  and  Loss  the  selling  expenses  may  be  shown  as  follows: 

Selling    Expenses    (Analytical    Statement 

No.  1) $16,280.00 
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Analytical  Statement  No.  1,  which  will  be  attached  to  the  State- 
ment of  Profit  and  Loss,  will  appear  as  follows: 

ANALYTICAL  STATEMENT  No.  i 
Analysis  of  Selling  Expenses 

Advertising $  3,142.45 

Salaries   of  Salesmen 7,284.55 

Expenses  of  Salesmen 4,146.78 

Miscellaneous  Selling  Expenses 1,706.22 

Total  Selling  Expenses  ......  $16,280.00 

Of  course  in  many  cases  a  more  detailed  analysis  than  is  pro- 
vided by  the  foregoing  statement  will  be  desired. 

There  is  no  uniformity  in  the  use  of  the  schedule  and  the  ana- 
lytical statement.  Some  accountants  do  not  make  use  of  the  term 
analytical  statement  and  consequently  they  term  as  schedules  all 
statements  supplementary  to  the  Balance  Sheet  and  the  Statement 
of  Profit  and  Loss.  The  use  of  these  terms  in  the  manner  explained 
and  illustrated  above,  however,  is  logical  and  in  conformity  with 
current  practice. 

The  Comparative  Balance  Sheet 

The  Balance  Sheet  may  be  said  to  be  a  picture  of  the  financial 
condition  of  a  business  at  a  particular  time.  If  pictures  of  the 
financial  condition  at  two  or  more  times  may  be  had  so  a  compari- 
son can  be  made,  certain  changes  usually  may  be  seen  which  will 
indicate  certain  tendencies.  For  instance,  if  a  Balance  Sheet  of  a 
business  made  at  the  beginning  of  the  year  can  be  compared  with 
a  Balance  Sheet  of  the  same  business  prepared  at  the  end  of  the 
year,  the  changes  which  have  taken  place  in  its  assets,  liabilities 
and  proprietorship  can  be  seen,  and  often  these  changes  indicate 
whether  the  business  is  becoming  more  prosperous  or  less  so.  Busi- 
ness men  have  found  by  experience  that  such  comparisons  are  quite 
valuable.  In  order  to  facilitate  the  making  of  such  comparisons, 
the  accountant  prepares  a  formal  report  known  as  the  comparative 
Balance  Sheet.  In  form  the  comparative  Balance  Sheet  is  as  shown 
in  Illustration  No.  45. 
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JAMES  CANNING 
Comparative  Balance  Sheet,  December  31st 


ASSETS 
Current  Assets — 
Cash   

1919 

1920 

2,350.00 
50.00 

1,800.00 
150.00 

2,300.00 
1 
3,500.00 

1,500.00 

Notes  Receivable   

500.00 

Accounts    Receivable    

2,900.00  1 

68.00 1     2,832.00 

Less:     Reserve  for  Bad  Debts 

Merchandise   Inventory    

660.00 
130.00 

1 

950.00 
270.00 

4,050.00 

Total   Current  Assets 

7,750.00 

520.00 

688.75 

261.26 

5,820.00 
4,000.00 

8,882.00 

Fixed  Assets — 
Delivery  Equipment   

Less :     Reserve   for  Depreciation 

680.00 

Store  Equipment   

725.00 
36.25 

725.00 
72.50 

Less:     Reserve  for   Depreciation..... 

652£0 

Office  Equipment  

27&.00 
13.75 

275.00 
27.50 

Less :    Reserve  for  Depreciation 

247.60 

Building             t  t    t  r    ,,.......  t  ......  . 

6,000.00 
160.00 

6,000.00 
360.00 

Less :    Reserve   for  Depreciation 

5,640.00 

Land    

60.00 

1,000.00 

200.00 

eoo.oo 

66.00 
300.00 

:  1,000.00 

1 

4,000.00 

Total  Fixed   Assets 

11,290.00 

11,220.00 

Total  Assets  

19,040.00 
2,050.00 

20,102.00 

LIABILITIES 

Current  Liabilities- 
Wages   Accrued    

Notes   Payable— iBank    

Notes  Payable — Trade  Creditors 

Account*    Payable         ......,, 

Total  Current  Liabilities 

1,365.00 

Total  Liabilities    

2,050.00 
16,990.00 

1,365.00 
18,737.00 

PROPRIETORSHIP 
James  Canning — Net  Worth 

Illustration  No.  45— Comparative  Balance  Sheet 


There  are  no  very  striking  changes  shown  by  the  comparative 
Balance  Sheet  of  James  Canning,  and,  in  fact,  striking  changes  in 
the  assets,  liabilities  and  proprietorship  are  not  to  be  expected  in 
the  case  of  a  normal  business.  The  fact  that  appears  most  promi- 
nently on  the  comparative  Balance  Sheet  of  Canning  is  that  the 
proprietorship  or  net  investment  has  increased  from  $16,990.00  to 
$18,737.00.  This  indicates  that  a  profit  of  $1,747.00  has  been  made 
during  the  year.  This  is  on  the  assumption,  of  course,  that  no 
additional  investment  has  been  made  during  the  year  and  that 
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there  have  been  no  withdrawals  of  capital.  The  profits  of  $1,747.00, 
representing  a  return  of  approximately  ten  per  cent  on  the  average 
investment  of  the  year,  therefore,  may  be  considered  as  satisfac- 
tory. All  of  the  current  assets  with  the  exception  of  cash  have 
increased  somewhat  during  the  year.  This  would  seem,  however, 
to  be  but  a  normal  increase  and  such  as  would  be  expected  in  a 
growing  business.  The  increased  inventory  probably  indicates  an 
increase  in  volume  of  sales,  which  necessitates  a  larger  stock  on 
hand.  This  indication  should  be  verified  by  a  comparison  of  the 
sales  of  the  year  with  the  sales  of  the  previous  year.  If  the  sales 
have  not  increased,  but  the  inventory  has,  it  may  indicate  an  accu- 
mulation of  unsalable  goods,  or  that  large  and  probably  unwise 
purchases  may  have  been  made. 

An  examination  of  the  fixed  assets  shows  that  the  normal 
amount  of  depreciation  has  been  charged  off.  The  increase  in  the 
value  of  the  delivery  equipment  indicates  an  increase  in  the  volume 
of  sales  which,  as  stated  above,  is  also  indicated  by  the  increased 
inventory.  The  accuracy  of  this  indication  can  be  determined  by  a 
comparison  of  the  sales  of  the  present  year  with  those  of  the 
past  year. 

An  examination  of  the.  liabilities  shows  that  the  bank  loan  has 
been  paid  and  that  this  has  been  accomplished  without  any  undue 
increase  in  the  accounts  payable  or  notes  due  to  trade  creditors. 
The  ratio  of  current  assets  to  current  liabilities  is  over  six  to  one, 
so  is  exceedingly  favorable.  In  most  cases  a  ratio  of  two  to  one  i; 
regarded  as  satisfactory.  This  ratio  has  also  improved  during  the 
year,  since  it  was  approximately  three  to  one  at  the  beginning  of 
the  year. 

Lastly,  the  proprietorship  or  net  worth  is  exceedingly  large  in 
proportion  to  the  assets,  which  indicates  that  the  owner  has  suf- 
ficient capital  with  which  to  conduct  his  business  without  relying 
to  any  great  extent  on  creditors  to  furnish  capital.  It  also  indi- 
cates that  the  business  is  capable  of  considerable  expansion  with- 
out being  cramped  for  capital. 

The  general  conclusion  that  would  naturally  be  drawn  from 
such  an  examination  is  that  the  business  has  been  increasing  in 
volume  and  on  a  favorable  basis.  The  latter  is  borne  out  by  the 
change  in  proprietorship.  The  former  is  indicated  by  the  com- 
parative Balance  Sheet,  but  can  be  determined  more  clearly  from 
a  comparative  Statement  of  Profit  and  Loss  such  as  is  illustrated 
and  discussed  later  in  this  chapter. 
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A  comparative  Balance  Sheet  such  as  that  shown  in  Illustration 
No.  45  should  be  of  material  benefit  to  the  proprietor.  If  he  de- 
sires to  secure  credit  from  his  bank  such  a  report  will  be  of  aid 
in  securing  it,  for  from  a  study  of  it  the  bank  can  see  that  his 
financial  condition  is  such  as  to  merit  a  loan.  By  studying  this 
comparative  Balance  Sheet,  together  with  the  comparative  State- 
ment of  Profit  and  Loss  discussed  below,  the  proprietor  is  able  not 
only  to  judge  quite  accurately  the  results  of  the  operations  of  the 
past  year,  but  also  to  make  plans  with  reference  to  the  following 
year.  It  is,  therefore,  a  valuable  report  for  the  purpose  of  business 
management. 

The  Comparative  Statement  of  Profit  and  Loes 

In  the  same  manner  that  the  comparative  Balance  Sheet  is  of 
value  in  determining  the  financial  condition  of  a  business,  the  com- 
parative Statement  of  Profit  and  Loss  is  of  value  in  determining 
the  results  of  the  operations  of  the  business.  Any  kind  of  statistics 
is  of  more  value  when  a  comparison  is  involved,  for  absolute  state- 
ments of  fact  are  never  so  significant  as  when  some  basis  for  com- 
parison is  supplied.  This  is  particularly  true  of  the  statistics  shown 
on  the  Statement  of  Profit  and  Loss.  These  statistics  are  supposed 
to  show  the  efficiency  with  which  the  business  has  been  conducted 
— and  efficiency  is  to  a  considerable  extent  a  relative  matter.  For 
instance,  the  comparative  Balance  Sheet  of  James  Canning  shows 
that  he  has  made  a  profit  of  $1,747.00,  or  approximately  ten  per 
cent,  on  his  average  investment  for  the  year.  This  in  itself  seems 
to  indicate  that  the  business  has  been  conducted  efficiently  during 
the  year,  but  if  previous  Statements  of  Profit  and  Loss  show  that 
an  average  income  of  twenty  per  cent,  has  been  made,  it  would 
seem  that  the  past  year's  operations  probably  have  not  been  con- 
ducted as  efficiently  as  the  operations  of  previous  years.  Of  course, 
there  may  be  other  causes  for  the  decrease  in  profits.  In  any  case, 
it  will  be  desirable  to  make  a  comparison  of  the  Statement  of  Profit 
and  Loss  of  this  year  and  one  or  more  previous  years  in  order  to 
see  the  cause  for  the  decrease  in  profits. 

Not  only  is  the  comparative  Statement  of  Profit  and  Loss  of 
value  in  judging  the  efficiency  of  operations,  but  it  is  also  of  value 
in  interpreting  the  Balance  Sheet,  as  has  been  indicated  several 
times  in  the  discussion  of  the  comparative  Balance  Sheet. 

In  form  the  comparative  Statement  of  Profit  and  Loss  is  as 
shown  in  Illustration  No.  46. 
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JAMES  CANNING 

Comparative  Statement  of  Profit  and  Loss 
December  31,  1919 


for  Two  Tears  Ending 


Gross  Sales 
Less:     Sales  Deductions 

Net  Sales 

Inventory,  Beginning  of  Year 
Purchases 


Less:     Inventory  at  End  of  Year 

Cost  of  Goods  Sold 

Gross  Profit  on  Sales 

Operating  Expenses: 
Buying  Expenses 
Selling  Expenses 
Delivery  Expenses 
Administrative   Expenses 

Total  Operating  Expenses 

Net  Profit  on  Sales 
Non-Operating  Income 

Gross  Income 
Non-Operating  Expense 

Net  Income 


1918 

25,000 

1,200 


23,800 

3,000 
18,200 


21,200 
3,500 


00 

00   I 


17,700 
6,100 


261 
1,701 

654 
2,618 


5,236 

864 

78 


942.00 


91 


851 


00 
00 


1919 

41,000 

1,000 


00 
00 


40,000 

3,500 
31,000 


00 

00 
00 


34,500 
4,050 


00 
00 


30,450 
9,550 


390 
3,035 

975 
3,406 


00 

00 
00 


00 


00 


7,808 

1,742 
112 


1,854 
107 

1,747 


00 
00 


15 
98 
37 
50 


00 

00 
00 


00 
00 

00 


Illustration  No.  46 — Comparative  Statement  of  Profit  and  Loss 

The  comparative  Statement  of  Profit  and  Loss  given  in  Illus- 
tration No.  46  is  brief  and  condensed  so  that  the  essential  facts 
may  be  shown  clearly.  If  a  great  mass  of  detail  is  shown  it  is  apt 
to  be  confusing.  Consequently  several  items,  such  as  sales  deduc- 
tions, non-operating  income  and  non-operating  expense,  are  shown  in 
total,  an  analysis  of  which  may  be  desired.  If  they  are  small  in 
amount,  however,  the  totals  are  usually  sufficient  for  comparative 
purposes. 

A  study  of  the  comparative  Statement  of  Profit  and  Loss  given 
in  the  illustration  will  provide  considerable  information  which  is 
of  value  in  determining  the  financial  condition  of  the  business  of 
John  Canning.  In  the  first  place,  it  will  be  noticed  that  there  has 
been  a  material  increase  in  sales,  which  shows  that  the  increased 
inventory  as  shown  by  the  comparative  Balance  Sheet  is  justified. 
Although  the  sales  have  increased  greatly,  the  sales  deductions  have 
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decreased,  which  indicates  that  better  service  is  being  provided  the 
customers,  since  they  are  returning  fewer  goods  and  claiming  fewer 
allowances.  The  gross  profit  on  sales  has  increased  from  $6,100.00 
to  $9,550.00,  which  at  first  glance  seems  very  favorable;  but  if  a 
comparison  is  made  between  the  ratio  of  the  gross  profit  and  the 
sales  of  each  year,  it  will  be  seen  that  the  gross  profit  has  not 
increased  in  proportion  to  the  sales.  In  1918  the  gross  profit  was 
twenty-four  per  cent  of  the  gross  sales.  Although  it  is  slightly 
less  in  1919,  the  difference  is  so  slight  as  not  to  be  of  material 
importance. 

A  comparison  of  the  operating  expenses  shows  that  they  have 
increased  from  $5,236.00  in  1918  to  $7,808.00  in  1919.  This  shows 
a  considerable  increase,  but  in  view  of  the  increased  volume  of 
business  a  considerable  increase  in  expense  is  to  be  expected.  The 
important  question  is  whether  they  have  increased  more  or  less  in 
proportion  to  the  volume  of  business  done.  This  can  be  deter- 
mined by  comparing  the  ratio  of  expenses  to  sales  during  each 
year.  In  1918  the  operating  expenses  were  20.9  per  cent  of  sales, 
while  in  1919  they  were  approximately  19  per  cent.  This  indicates 
a  very  favorable  tendency,  since  it  shows  that  the  expenses  tend 
to  decrease  in  proportion  as  the  volume  of  business  increases.  If, 
as  the  business  continues  to  increase,  the  percentage  of  expenses 
to  sales  continues  to  decrease,  it  will,  of  course,  mean  a  correspond- 
ing increase  in  net  profits. 

A  final  comparison  which  is  of  the  utmost  importance  is  the 
ratio  of  net  profit  on  sales  to  sales.  The  net  profit  has  increased 
from  $851.00  in  1918  to  $1,747.00  in  1919.  Expressed  in  terms  of 
percentages,  the  net  profit  on  sales  was  3.4  per  cent,  of  sales  in 
1918  and  4.3  per  cent,  of  sales  in  1919.  It  can  be  seen,  therefore, 
that  the  net  profit  on  sales  has  increased  not  only  absolutely,  but 
relatively.  This  indicates  that  a  further  increase  in  the  volume  of 
business  will  probably  be  desirable. 

If  desired,  a  comparison  of  nonoperating  income  and  of  non- 
operating  expenses  may  be  made  in  terms  of  ratio  to  sales,  but  in 
the  present  case  their  amount  is  so  immaterial  that  such  a  com- 
parison is  unnecessary.  A  comparison  of  the  net  income  for  the 
two  years  may  also  be  made,  but  in  this  case  it  varies  so  slightly 
from  the  net  profit  that  such  a  comparison  would  have  little  sig- 
nificance. 

The  comparative  Statement  of  Profit  and  Loss  affords  the  basis 
for  many  other  comparisons,  but  the  illustrations  given  should  be 
sufficient  to  indicate  its  importance  as  a  financial  report. 
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The  Statement  of  Receipts  and  Disbursements 

In  many  cases  a  statement  of  the  cash  receipts  and  the  cash 
disbursements  is  of  value.  Since  the  development  of  modern  ac- 
counting practice,  which  affords  more  detailed  statistics  with  refer- 
ence to  the  business,  this  statement  is  not  regarded  as  important 
as  formerly.  It  is  still  quite  valuable,  however,  when  used  in  con- 
nection with  the  other  financial  reports. 

The  statement  of  cash  receipts  and  disbursements  is  quite  simple 
in  form  and  needs  little  description  or  explanation.  If  made  in 
comparative  form  its  value  is  usually  increased.  It  should  begin 
with  the  balance  on  hand  at  the  beginning  of  the  period,  show  in 
classified  form  the  receipts,  the  total  of  the  beginning  balance  and 
the  receipts,  classified  disbursements,  and  the  balance  on  hand  at 
the  end  of  the  period.  In  form  it  may  be  as  shown  in  Illustration 
No.  47. 

THE  BROWN-SMITH  MERCANTILE  CO. 
Statement  Of  Receipts  and  Disbursements  for  the  Month  Ending  June  30,  1919 


Balance  May  31,  1919 

22*1*0 

00 

Receipts : 

Accounts  Receivable 

85,000 

OO 

Cash  Sales 

20,000 

00 

Notes  Receivable 

10,000 

00 

Interest  on  Notes  Receivable 

500 

00 

Sale  of  Furniture 

450 

00 

Miscellaneous 

1,500 

00 

117,450 

Total  Receipts 

00 

Total  Accountability 

139.600 

00 

Disbursements : 

Accounts  Payable 
Notes  Payable 

75,000 

00 

30,000 

00 

Interest   on   Notes   Payable 

1,500 

00 

Operating  Expenses 

7,500 

00 

Non-Operating  Expenses 
Purchase  of  Office  Equipment 

3,000 

00 

800 

00 

117,800 

Total  Disbursements 

00 

Balance  June  30,  1919 

21,800 

00 

Illustration  No.  47 — Statement  of  Receipts  and  Disbursements 
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QUESTIONS  FOB  CLASS  DISCUSSION 


The  general  manager  of  the  American  Machine  Company  asks 
the  auditor  of  the  company  for  the  following  reports: 

(a)  An  analysis  of  sales  for  1920  according  to  the  lines 

of  goods  sold. 

(b)  An  analysis  of  sales  for  1920  according  to  depart- 

ments. 

(c)  An  analysis  of  sales  for  1920  according  to  sales- 

men. 
Are  these  financial  reports!    Why  or  why  not? 


The  following  represents  the  Balance  Sheet  of  E.  W.  Williams 
on  December  31,  1919 : 


Cash 

Other  Current  Assets 
Fixed   Assets 


10,000 
20,000  00 
20,000 


50,000 


00 
00 
00 

00 


Current  Liabilities 
Fixed  Liabilities 
Proprietorship 


5,000 
10,000 
35,000 


50,000 


00 
00 
00 


00 


Mr.  Williams  desires  to  have  an  analysis  of  the  cash  on  hand 
bo  that  he  may  know  the  amount  on  deposit  with  different  banks, 
the  amount  in  petty  cash  drawer,  and  the  amount  in  the  hands  of 
agents.  Explain  how  such  an  analysis  may  be  provided  for  Mr. 
Williams  and  state  what  the  report  showing  this  analysis  would 
be  called. 

3 

Assume  that  the  customers  of  Mr.  Williams  owe  him  $10,000.00 
and  he  desires  to  know  the  individuals  who  owe  him  and  the 
amount  owed  by  each.  Explain  how  he  may  be  provided  with  this 
information. 

4 

On  the  Statement  of  Profit  and  Loss  of  E.  W.  White,  retail 
merchant,  selling  expenses  are  stated  at  $1,000.00.  Mr.  White  de- 
sires to  have  an  analysis  of  this  item  so  he  may  determine  for  what 
purposes  this  expenditure  has  been  made.  Explain  how  this  analy- 
sis may  be  provided  for  Mr.  White  and  state  what  a  report  pro- 
viding this  analysis  would  be  termed. 
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5 
James  Smith,  retail  merchant,  in  examining  his  Statement  of 
Profit  and  Loss  for  1920,  finds  that  delivery  expenses  are  $1,250.00, 
which  is  an  increase  of  $400.00  over  the  year  of  1918.  Since  his 
sales  have  not  materially  increased,  he  is  puzzled  over  the  reason 
his  delivery  expenses  have  increased  so  much.  Explain  what  kind 
of  a  statement  might  be  made  for  Mr.  Smith  which  might  enable 
him  to  see  the  cause  for  this  increase. 

6 
The  James  Barnhart  Mercantile  Company  present  a  Balance 
Sheet  of  their  business  to  the  Commercial  Bank  and  request  a  loan. 
When  the  treasurer  of  the  company  presents  the  Balance  Sheet  to 
the  bank  he  states  that  its  financial  condition  has  greatly  improved 
during  the  past  year.  In  what  way  may  the  credit  manager  of  the 
bank  determine  the  accuracy  of  the  treasurer's  statement? 

7 
W.  E.  Wales,  a  hardware  dealer,  notices  on  his  comparative 
Balance  Sheet  for  the  years  1919  and  1920  that  notes  receivable 
have  increased  15  per  cent,  and  accounts  receivable  have  decreased 
10  per  cent.    What  may  this  indicate? 

8 
H.  I.  King  finds  from  his  comparative  Balance  Sheet  and  com- 
partive  Statement  of  Profit  and  Loss  that  his  inventory  of  mer- 
chandise on  January  1,  1920,  is  15  per  cent,  larger  than  on  January 
1,  1919.  His  sales  for  the  year  1919  have  not  increased  over  the 
sales  of  the  previous  year.    What  may  the  foregoing  facts  indicate  ¥ 

9 
What  would  an  increase  of  from  two  to  one,  to  three  to  one  in 
ratio  of  current  assets  to  current  liabilities  as  shown  on  the  Balance 
Sheet  of  Jones  &  Wood  indicate  to  their  bankers? 

10 
On  the  comparative  Balance  Sheet  of  Irving  Baker,  notes  pay- 
able show  an  increase  of  20  per  cent.,  while  accounts  payable  show 
a  decrease  of  10  per  cent.  What  may  this  indicate  and  what  in- 
formation would  you  desire  to  have  in  order  to  determine  what 
it  indicates? 
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11 

The  Statemcut  of  Profit  and  Loss  of  James  Bafcer  for  the  year 
1919  indicates  that  he  has  made  a  net  profit  of  10  per  cent  on  his 
investment  for  the  year.  Does  this  prove  that  Baker  has  conducted 
his  business  efficiently  during  the  year? 

12 
A  comparative  Statement  of  Profit  and  Loss  is  prepared  for 
Baker  and  it  shows  that  duriug  the  two  preceding  years  his  profits 
have  been  20  and  15  per  cent,  respectively.    What  would  this  indi- 
cate with  respect  to  Baker's  business! 

13 
A.  R.  Miller's  comparative  Statement  of  Profit  and  Loss  shows 
that  in  1919  sales  have  increased  40  per  cent,  but  profits  have  de- 
created  10  per  cent.  What  might  be  the  cause  of  this  condition? 
Ex  pin  in  how  you  would  determine  the  cause  and  how  you  would 
show  this  cause  to  Miller. 

14 
II.  C.  Bowen  finds  that  his  operating  expenses  for  the  year  1919 
are  20  per  cent,  more  than  they  were  in  1918.  However,  his  oper 
ating  expenses  for  the  year  1918  were  18  per  cent  of  his  gross 
sales,  while  in  1919  they  were  14  per  cent  of  his  gross  sales.  What 
do  the  foregoing  facts  indicate? 

15 

Explain  the  construction  of  the  Statement  of  Receipts  and  Dis- 
bursements and  state  when  it  may  be  of  value. 
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LABORATORY  MATERIAL 

'    Practice  Set  No.  3— Concluded 

1.  Using  the  reports  prepared  February  28th  and  March  31st, 
prepare  a  comparative  Balance  Sheet  and  a  comparative  Statement 
of  Profit  and  Loss  as  in  Illustrations  Nos.  45  and  46,  on  pages  471 
and  474.  In  making  this  comparison,  the  sales  and  purchases  of  the 
cutlery  and  hardware  departments  during  March  may  be  combined, 
and  the  statements  may  be  considered  as  applicable  to  fiscal  periods 
of  equal  length. 

2.  Using  the  Statement  of  Profit  and  Loss  prepared  March  31st, 
prepare  a  statement  showing  percentages  as  in  Illustration  No.  44. 

Exercise  No.  92 

Prom  the  following  Trial  Balances  taken  from  the  ledger  of 
H.  P.  Ford  &  Co.  after  all  adjusting  entries  were  posted,  prepare 
a  comparative  Balance  Sheet  and  a  comparative  Statement  of  Profit 
and  Loss.    Profits  or  losses  are  shared  equally  by  the  partners : 


Cash   

E.  W.  Lytle    Proprietor..- 

E.   W.   Lytle,   Personal 

W.  R.  Hamilton,  Proprietor 

W.  R.  Hamilton,  Personal 

H.  F.  Ford,  Proprietor 

BL  F.  Ford,  Personal 

Merchandise   Inventory    

Purchases    

Purchases  Discount   

Freight  In    

Sales  

Sales  Discount   

Sales  Returns   

Administrative  Expenses  

Selling  Expenses 

Interest    

Loss  on  Bad  Debts 

Office  Equipment   

Reserve  for  Depreciation  of  Office  Equip. 

Store  Fixtures 

Reserve  for  Depreciation  of  Store  Fixt. 

Delivery  Equipment   

Reserve  for  Depreciation  of  Del.  Equip, 

Notes  Receivable    

Notes  Payable    

Reserve  for  Bad  Debts 

Prepaid  Insurance   

Accrued  Assets   

Office   Supplies    

Accrued    Wages    

Accounts   Payable    

Accounts  Receivable   


1,506.38 


5,000.0» 
5,290.82 

2,749.48 

59.68 

5.50 

874.83 

374.34 

27.21 
466.50 

204.00 

450.00 

1,000.77 


63.94 
66.19 
16.00 


2,721.32 


20376.96 


1,500.00 
55.30 

1,500.00 
89.75 

2,000.00 
50.00 


151.56 
10,025.08 

6.25 

23.33 

10.20 

45.00 

1,566.30 
27.21 


153.34 
3,674.64 


1^22.57 

63.20 

20.10 

-6.66 
6,000.00 
6,242.27 

1,662.24 

136.6. 

5.53 

677.55 

269.21 

21.53 
619.50 

232.00 

830.00 

1,362.97 


57.75 

143.75 

9.50 


2,153.27 


20,876.96    21336.22    21336.22 


2,239.32 
2,239.31 

2,500.00 

256.11 
10,589.43 


4.23 

54.31 

21.80 

71.50 

1,100.29 
44.65 


151.93 
2,563.34 
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CHAPTER  XXXV 

THE  GRAPHICAL  METHOD  OF  PRESENTING  ACCOUNTING 

FACTS 

Need  of  Additional  Forms  of  Reports 

In  previous  chapters  considerable  emphasis  has  been  placed  on 
the  value  of  accounting  reports  to  the  business  manager.  Illustra- 
tions of  such  reports  have  been  presented  and  discussed,  and  atten- 
tion has  been  given  to  the  means  to  be  employed  in  gathering  the 
data  necessary  for  their  preparation.  In  the  earlier  chapters  of  this 
text,  the  discussion  has  been  confined  to  the  two  best  known  and 
most  widely  used  forms  of  accounting  reports:  the  conventional 
Balance  Sheet  and  Statement  of  Profit  and  Loss. 

In  Chapters  XXXIII  and  XXXIV  it  has  been  emphasized  that 
in  presenting  accounting  statistics  so  that  they  may  be  used  as  a 
basis  of  business  management,  it  is  desirable  that  certain  analysis 
and  comparisons  be  made.  In  Chapter  XXXIII  the  showing  of  com- 
parisons by  means  of  percentages  has  been  explained  and  illustrated. 
In  Chapter  XXXIV  the  method  of  making  certain  analysis  has  been 
explained  in  connection  with  the  discussion  of  schedules  and  analyti- 
cal statements,  and  the  methods  of  making  comparisons  have  been 
illustrated  and  discussed  in  connection  with  the  Comparative  Bal- 
ance Sheet  and  the  Comparative  Statement  of  Profit  and  Loss. 

It  is  scarcely  necessary  to  point  out,  however,  that  the  forms  of 
reports  previously  discussed  have  been  employed  only  as  types  of 
the  whole  group  of  accounting  reports  which  may  be  used  as  an  aid 
to  the  business  executive.  There  are  many  others  that  are  valuable 
aids  to  the  management,  the  number  and  kinds  of  such  reports 
depending  in  each  case  upon  the  nature  and  the  organization  of  the 
business  for  whose  use  they  are  designed.  With  the  growth  in  size 
of  the  typical  business  unit,  and  the  development  of  specialization 
within  each,  a  need  has  arisen  for  a  greater  number  of  special  re- 
ports. An  example  of  this  is  to  be  found  in  the  reports  which  are 
drawn  up  to  show  sales  analysis.  These  reports  must  be  prepared 
in  such  a  way  as  to  show  an  analysis  of  sales.  They  must  answer, 
the  questions  which  may  be  asked  by  the  different  functional  man- 
agers.   Thus  the  merchandise  man,  or  purchase  manager,  might  want 
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a  report  classifying  sales  by  commodities ;  while  the  treasurer,  whose 
problem  is  financial,  might  desire  a  report  on  sales  which  would 
classify  them  by  the  terms  of  credit  on  which  the  sales  were  made. 
Not  only  are  reports  of  this  nature  required,  but  also  statements 
which  make  comparisons  of  such  facts  possible  between  branches  or 
departments  of  a  business,  and  as  between  different  periods  of  time. 

Use  of  Statistical  Method 

If  these  reports  are  to  present  the  executives  with  the  informa- 
tion most  desired  by  them  and  in  the  most  available  form,  the  ac- 
countant will  need  to  call  to  his  aid  methods  of  presentation  which 
are  ordinarily  called  statistical  methods.  The  statistical  method  in 
its  best  sense  implies  the  gathering,  in  the  form  of  figures  or  num- 
bers, of  information  needed  to  answer  a  certain  question  or  reveal 
a  certain  tendency,  and  the  presentation  of  this  information  in  such 
a  manner  as  to  indicate  the  answer  or  the  tendency  in  the  clearest 
possible  way. 

Thus  if  the  sales  manager  of  a  large  wholesale  business  asks  for 
the  ratio  between  the  expenditure  incurred  in  advertising  in  a  cer- 
tain territory  during  a  certain  period  and  the  sales  made  in  that 
territory  during  the  same  period,  the  answering  of  this  question 
involves  the  use  of  the  statistical  method.  Assuming  records  are  kept 
which  make  the  desired  information  available,  and  that  the  sales  for 
X  territory  for  November  are  $72,000.00,  while  the  advertising  is 
$6,000.00,  there  is  more  than  one  way  of  presenting  these  facts  to 
the  sales  manager. 

Some  possible  methods  are: 

1.  Merely  a  memorandum  that  $72,000.00  sales  were 
made  in  X  territory  during  November,  with  an  adver- 
tising cost  of  $6,000.00.  This  is  a  simple  statement  of 
the  facts  with  no  attempt  at  interpretation.  Thus  if. 
similar  information  is  furnished  for  all  the  sales  terri- 
tories, the  significance  of  the  comparisons  involved 
could  not  be  evident  without  the  expenditure  of  some 
time  and  effort  in  studying  the  relationships  expressed 
by  the  figures. 

2.  To  report  that  net  sales  for  November  in  X  ter- 
ritory were  twelve  times  the  advertising  cost.  This  is 
stating  the  answer  in  the  form  of  a  ratio  and  is  more 
suggestive  than  the  first  answer,  because  a  comparison 
is  indicated. 
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3.  To  report  that  advertising  expense  is  8  1/3%  of 
net  sales.  This  is  toot  very  different  from  expressing 
the  relation  as  a  ratio,  but  is  preferable  because  it  is 
easier  to.  understand  the  meaning  of  percentages  taken 
on  a  common  basis — in  this  case  net  sales. 

4.  By  a  chart  or  graph  indicating  a  comparison  be- 
tween the  two  items.  Such  a  comparison  might  be 
expressed  by  two  bars  of  equal  width,  their  respective 
lengths  picturing  the  relation  between  the  two  items. 

$72,000.00 


$6,000.00 


This  method  of  presenting  statistical  information  is 
known  as  the  graphic  method,  and,  as  will  presently 
appear,  is  particularly  suitable  for  the  presentation  of 
certain  types  of  information. 

Further  Illustration  of  Business  Statistics 

For  the  purpose  of  further  illustrating  the  presentation  of  sta- 
tistical data  concerning  business  operations,  assume  that  a  certain 
department  store  keeps  records  which  furnish  the  following  infor- 
mation regarding  the  operation  of  each  department: 

Gross  Sales. 

Returns  and  Allowances. 

Net  Sales. 

Cost  of  Goods  Sold. 

Sales  Salaries. 

Advertising. 

Delivery  Expense. 

General  Overhead  Expense  (allocated  to  the  department). 

Net  Operating  Profit. 

Assuming  further  that  this  information  is  made  available  by 
months,  the  information  concerning  a  given  department  for  a  year 
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may  be  tabulated  in  a  way  to  show  each  of  these  items  for  each 
month  in  the  year,  thus  making  it  possible  to  compare  different 
items  for  the  same  month,  and  also  the  same  items  for  different 
months.  Such  a  tabulation  for  Department  "A"  might  appear  as 
on  page  485. 

There  are  several  comparisons  that  may  be  drawn  from  the 
information  shown  by  this  tabulation,  as  well  as  several  ways 
in  which  such  comparisons  may  be  stated.  Thus,  for  example,  if 
it  is  reported  that  net  sales  for  January  were  twenty  times  adver- 
tising expenses,  and  February  thirty-one  and  one-half  times  that 
item,  and  so  on,  for  each  month,  comparisons  between  these  two 
items  for  each  month  would  be  expressed  in  terms  of  ratios.  These 
ratios  could  then  be  compared  by  months,  thus: 

Ratio  of  Net  Sales  to  Advertising  Expense,  "A"  Department 
For  Year  Ending  December  31,  1919  (By  Months) 

Jan.  Feb.  Mar.  Apr.  May  June  July  Aug.   Sept.   Oct.  Nov.  Dec. 
20    31V2    44%    25%     26       38        46      24       20       24     26%    17*4 

In  the  same  manner  a  comparison  could  be  shown  between  net 
sales  and  any  other  item  with  which  comparison  may  seem  desirable. 

Another  method  of  comparing  different  items  for  the  same  month 
is  by  means  of  percentages.  Thus,  taking  the  figure  of  Net  Sales 
as  100%,  it  is  possible  to  show  other  items  for  any  month  in  terms 
of  the  percentage  of  Net  Sales  which  they  represent.  This  may  be 
illustrated  by  taking  the  three  items — Net  Sales,  Cost  of  Goods  Sold, 
and  Gross  Profit — and  comparing  them  for  the  first  six  months.  The 
percentages  would  appear  as  follows: 

Jan.  Feb.  Mar.  Apr.  May  June 

Net  Sales   100  100  100  100  100  100 

Cost  of  Goods  Sold 69.3      71.7  73.6      72.9      69.2  69.6 

Gross  Profit   30.7       28.3  26.4      27.1       30.8  30.4 

If  the  comparison  thus  established  is  considered  worth  showing, 
every  figure  in  the  large  table  shown  above  may  be  expressed  as  a 
percentage  of  Net  Sales  for  the  month  to  which  the  figure  belongs. 

Graphic  Method  Illustrated 

Still  another  and  very  useful  method  of  presenting  statistical 
information  is  by  means  of  charts,  curves,  or  graphs,  in  such  a  way 
as  to  appeal  directly  to  the  eye.     This  may  be  illustrated  first  by 
( Continued  on  Page  )86) 
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(Continued  from  Page  4W 
the  use  of  the  so-called  curve.     Several  types  of  curves  are  em- 
ployed by  statisticians,  and  for  different  purposes,  but  the  curves 
used  here  for  illustration  will  be  of  a  simple  type  dealing  with  the 
same  kind  of  data. 
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Illustration  No.  48 — Graphic  Chart  Showing  Net  Sales 


Illustration  No.  48  shows  a  curve  for  the  net  sales  of  Department 
"A,"  plotted  by  months.  An  examination  of  this  curve  indicates 
that  sales  in  the  department  were  high  during  the  January  and 
February  sales,  lower  in  March,  climbing  again  in  April  and  May. 
high  during  August  sales,  higher  still  in  September,  after  which 
they  fall  off  somewhat  and  reach  their  peak  in  the  holiday  season. 

This  curve,  showing  the  comparison  of  sales  by  months  for  a 
single  year,  at  once  suggests  several  other  interesting  comparisons. 
Thus  it  would  evidently  be  interesting  to  see  how  the  sales  of  the 
preceding  year,  plotted  by  months,  on  the  same  basis  and  on  the 
same  scale,  would  compare  with  those  of  the  current  year.    To  show 
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such  a  curve,  however,  it  would  be  necessary  to  assume  additional 
data.  It  will,  therefore,  be  omitted,  though  with  a  recognition  of 
its  value  for  purposes  of  comparison. 

Comparison  of  Sales  and  Cost  of  Goods  Sold 

One  significant  comparison  that  can  be  made  on  the  basis  of  the 
data  above  presented  is  between  the  net  sales  by  months  and  the 
cost  of  goods  sold  by  months.  This  is  shown  by  the  two  curves  on 
Illustration  No.  49,  both  of  which  are  plotted  on  the  same  basis  and  on 
the  same  scale. 
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Illustration  No.  49 — Graphic  Chart  Showing  a  Comparison  between 
Net  Sales  and  Cost  of  Sales 
An  examination  of  these  two  curves  shows  a  tendency  toward  a 
fairly  close  correspondence  between  the  fluctuations  of  the  two 
curves.  However,  it  is  to  be  seen  that  the  margin  between  the  two 
items,  which  measures  the  gross  profit  on  sales,  differs  from  month 
to  month,  not  only  in  amount,  but  also  in  its  relation  to  the  amount 
of  net  sales.    Thus  it  is  evident  at  a  glance  that  a  higher  percentage 
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of  gross  profit  was  realized  in  April.  September,   and  December, 
compared  with  the  other  months. 

Comparison  of  Sales  and  Cost  of  Advertising 

It  is  altogether  probable  that  the  sales  manager  will  desire  a 
comparison  between  net  sales  and  advertising  expense,  by  months. 
Such  a  comparison  is  presented  by  the  two  curves  drawn  in  Illus- 
tration No.  50. 
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Illustration   No.    50 — Graphic    Chart    Showing   Comparison   between 
Net  Sales  and  Advertising  Expense 

It  is  at  least  evident  from  the  chart  that  advertising  expense  has 
not  been  charged  to  Department  "A"  on  the  basis  of  net  sales, 
since  the  fluctuations  of  the  two  curves  are  not  always  in  the  same 
direction.  In  the  main,  however,  the  sales  have  increased  as  the 
advertising  has  increased,  which  indicates  that  the  advertising  has 
been  quite  effective.  The  exception  to  this  uniformity  is  found  in 
April,  when  advertising  expense  is  lower  than  in  May,  while  sales 
are  higher.    This  is  explained  probably  by  the  fact  that  less  adver- 
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tising  was  needed  in  April,  since  the  demand  is  usually  heavier 
during  that  month. 

Comparison  of  Sales  and  Operating  Expenses 

Illustration  No.  51  shows  a  comparison  between  net  sales  and  total 
operating  expense.  Inspection  of  these  two  curves  shows  that  in- 
creased sales  have  meant  increased  operating  expense,  and  vice  versa, 
but  not  always  in  the  same  proportion.  Any  questions  that  may 
be  raised  by  a  study  of  this  chart  will  require  a  reference  to  the 
table  where  the  analysis  of  operating  expenses  by  months  is  shown, 
and  will  probably  require  an  investigation  that  goes  considerably 
further  than  that. 


JAN       FEB.     MAR.      APR      MAY     JUHE     JULY      AUG.      SEP      OCT.      HM      PEC. 


$ 
50.000 


45000- 


40000 


35000 


300OO 


25.000 


20  000 


15,000 


10,000 


SjOOO 


Illustration  No.  51 — Graphic  Chart  Showing  a  Comparison  between 
Net  Sales  and  Total  Operating  Expense 


Comparison  of  Sales  and  Net  Operating  Profit 

The  comparison  between  net  sales  by  months  and  net  operating 
profit  by  months,  as  shown  in  Illustration  No.  52,  points  out  the  fluctu- 
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ations  in  the  amount  of  net  profit  from  month  to  month  to  be  greater 
in  proportion  to  the  size  of  the  item  than  are  those  in  the  amount 
of  net  sales.  This,  of  course,  is  to  be  expected,  and  can  be  explained 
by  a  study  of  the  fluctuations  in  the  items  that  had  to  be  deducted 
from  net  sales  each  month  before  the  net  operating  profit  could  be 
ascertained. 
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Illustration  No.  52 — Graphic  Chart  Showing  a  Comparison  between 
Net  Sales  and  Net  Operating  Profit 


Different  Methods  of  Graphic  Presentation 

Another  means  of  showing  a  comparison  between  figures  graph- 
ically is  by  bars  or  rectangles  of  similar  width,  whose  length  fur- 
nishes the  basis  for  comparison.  A  case  in  which  this  method  might 
well  be  employed  is  found  in  the  comparison  of  total  sales  for  the 
current  year  with  total  sales  for  the  preceding  year.    Assuming  gross 
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sales  for  last  year  to  have  been  $505,500.00,  such  a  comparison  is 
shown  in  Illustration  No.  53  given  below. 
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Illustration  No.  53 — Graphic  Chart  Showing  a  Comparison  of 
Sales  for  Two  Years 

The  rectangle  or  bar  can  also  be  used  as  a  device  for  showing 
a  comparison  of  parts  with  the  whole.  For  example,  taking  the 
net  sales  for  January  as  a  whole  and  drawing  to  scale  a  rectangle 
whose  length  represents  their  amount  for  that  month,  this  rectangle 
can  in  turn  be  divided  off  into  sections  representing  the  deductions 
to  be  made  from  net  sales  and  the  net  profit  remaining  after  those 
deductions  have  been  made.  Still  another  basis  for  comparison  is 
furnished  if  rectangles  are  shown  for  the  other  months  of  the  year, 
drawn  to  the  same  scale,  and  divided  up  in  a  similar  manner.  This 
use  of  the  rectangle  in  graphic  presentation  of  facts  is  shown  in 
Illustration  No.  54,  on  page  492. 
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Advantages  of  the  Graphic  Method 

A  few  simple  illustrations  of  the  graphic  method  of  presenting 
business  statistics  have  been  illustrated  and  discussed  here.  Although 
only  a  few  are  given,  they  are  numerous  and  varied  enough  to  be 
representative,  and  they  serve  to  reveal  certain  advantages,  as  well 
as  certain  weaknesses,  of  this  method  of  presentation.  The  more 
obvious  advantages  may  be  listed  as  follows  : 

1.  The  graphic  method  appeals  directly  to  the  eye 
and  is  sure  to  get  attention. 

2.  It  brings  out  comparisons  or  tendencies  in  a  more 
striking  manner,  and  renders  the  facts  shown  easier  of 
interpretation  than  does  other  methods. 

3.  A  busy  executive  can  review  a  much  greater 
amount  of  information  presented  in  this  form  in  a  given 
time  than  if  this  information  were  reported  in  other 
forms. 

4.  By  the  use  of  curves  especially,  it  is  easier  to 
show  continuity  of  certain  tendencies  over  a  period  of 
time  than  it  is  possible  to  show  by  other  methods. 

Limitations  of  the  Graphic  Method 

The  illustrations  of  the  graphic  method  shown,  have  made  ap- 
parent that  this  method  has  certain  advantages,  but  it  should  also 
be  apparent  that  there  are  certain  limitations  which  attach  to  the 
use  of  this  method  of  presenting  facts.  Some  of  these  are  indicated 
as  follows: 

1.  Only  a  very  limited  range  of  information  can  be 
shown  on  one  chart.  (Compare  the  information  pre- 
sented by  any  one  of  the  seven  charts,  or,  in  fact,  all  of 
them,  with  the  amount  of  information  given  by  the 
single  table  of  figures  upon  which  they  are  based.) 

2.  While  showing  very  clearly  certain  tendencies, 
the  chart  does  not  readily  furnish  exact  information 
which  can  be  stated  in  terms  of  definite  figures.  In 
other  words,  a  chart  can  not  be  quoted.  Graphic  pres- 
entation of  facts  is  usually  not  sufficient  in  itself,  but 
needs  to  be  supplemented  by  figures.  Thus  in  Illustra- 
tion No.  54  bars  are  used  in  showing  comparisons,  (1)  of 
totals,  and  (2)  of  the  parts  into  which  such  totals  may 
be  divided.    A  little  study  of  this  chart  will  show  that 
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if  each  section  of  each  bar  were  marked  to  indicate  the 
number  of  dollars  represented  by  it,  and  also  the  per- 
centage which  it  is  of  the  whole,  it  would  be  more  en- 
lightening. 

3.  Considerable  training  and  caution  are  necessary 
for  the  proper  use  of  the  graphic  method : 

(a)  On  the  part  of  the  one  submitting  the  report. 
A  variation  in  the  basis,  the  scale,  or  the  method  of 
comparison  may  create  a  very  different  impression  with 
regard  to  a  given  set  of  facts,  and  if  not  wisely  and 
honestly  done,  may  be  very  misleading. 

(b)  On  the  part  of  the  one  reading  or  interpreting 
the  report.  If  such  reports  are  drawn  in  a  fashion 
tending  to  be  misleading,  they  will  mislead  more  than 
almost  any  arrangement  of  the  actual  figures.  Only  one 
trained  in  the  use  and  interpretation  of  statistics  would 
know  enough  to  avoid  reading  a  wrong  meaning  into 
charts  which  are  carelessly,  ignorantly,  or  dishonestly 
prepared. 

Summary 

In  rendering  reports  to  interested  parties,  the  accountant  should 
make  use  of  the  most  scientific  methods  of  presenting  information. 
This  means  that  the  successful  accountant  must  have  a  knowledge 
of  the  statistical  method.  A  very  useful  way  of  bringing  information 
to  the  attention  of  those  to  whom  it  is  to  be  reported  is  by  means  of 
graphs  or  charts,  which  present  the  information  pictorially  or 
graphically.  There  are  some  very  evident  advantages  connected 
with  this  method,  but  it  must  be  used  with  caution,  as  it  may  be 
very  misleading.  Where  the  graphic  method  of  presentation  is 
employed,  it  should  usually  be  in  connection  with  statistics  tabulated 
or  otherwise  reported  in  a  way  to  show  the  exact  quantities  involved, 
thus  retaining  the  good  features  of  each  of  the  methods  of  reporting. 
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QUESTIONS  FOB  CLASS  DISCUSSION 

1 
The  vice-president  of  the  Curry  Corporation,  who  is  in  charge  of 
sales,  requests  the  accounting  department  for  a  statement  of  the 
sales  and  the  advertising  expense  of  Department  A  during  the  past 
year.  The  accounting  department  determines  that  the  sales  foi 
Department  A  are  $100,000.00  and  the  advertising  expense  $10,000.00. 
Explain  and  illustrate  the  different  ways  in  which  this  information 
may  be  stated  for  the  benefit  of  the  vice-president. 

2 
Explain  and  illustrate  what  is  meant  by  the  statistical  method. 

3 

Illustration  No.  48  shows  that  sales  for  Department  A  are  the 
lowest  for  the  year  during  March.  Can  you  offer  any  reasons  why 
this  is  true?  Do  you  think  that  all  departments  of  the  business 
would  show  a  similar  decrease  at  this  time  of  the  year?  Would  the 
grocery  department,  for  instance,  show  as  big  a  decrease  in  March 
as  the  white  goods  department? 

4 
Suggest  plans  which  might  serve  to  eliminate  such  a  big  decrease 
in  sales  during  March  as  is  indicated  by  Illustration  No.  48. 

5 

Illustration  No.  49  shows  that  the  sales  and  the  cost  of  goods  sold 
commence  to  increase  on  August  1st,  but  the  cost  of  goods  sold 
decreases  after  September  1st,  while  the  sales  continue  to  increase 
until  October  1st.    Explain  how  this  is  possible. 

6 
Illustration  No.  50  shows  that  sales  decreased  during  May,  while 
the  advertising  expense  increased.    How  would  you  explain  this? 

7 
Illustration  No.  51  shows  that  sales  increased  much  more  rapidly 
than  the  operating  expenses  during  December.     What  does  this 
indicate  ? 
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8 
Illustration  No.  52  shows  that  net  operating  profit  does  not 
always  increase  when  sales  increase.    Give  reasons  why  this  is  true. 

9 

Explain  and  illustrate  three  methods  which  may  be  employed  to 
show  accounting  facts  graphically. 

10 
Give  the  advantages  and  the  disadvantages  of  the  graphic  method 
of  presenting  accounting  statistics. 


LABORATORY  MATERIAL 

Exercise  No.  93 

On  sheets  of  white  paper  ruled  similar  to  Illustration  No.  48 
(paper  with  this  ruling  may  be  purchased  at  any  stationery  store), 
prepare  from  the  figures  given  for  Department  B,  on  page  485, 
curves  to  indicate  the  following : 

1.  Net  sales. 

2.  Comparison  of  net  sales  and  cost  of  goods  sold. 

3.  Comparison  of  net  sales  and  total  operating  expenses. 

4.  Comparison  of  net  sales  and  advertising  expenses. 

5.  Comparison  of  net  sales  and  net  operating  profit. 

The  discussion  and  illustrations  on  pages  486  to  492  will  be  of 
material  assistance  in  completing  this  work. 

Exercise  No.  94 

Prepare  bars  showing  the  proportion  of  sales  and  sales  expense 
for  the  two  fiscal  periods  in  Practice  Set  No.  3.  See  explanation  and 
illustration  on  page  483. 

Exercise  No.  95 

Prepare  a  chart  similar  to  Illustration  No.  53,  showing  the  pro- 
portion of  the  sales,  sales  expense,  purchases,  purchases  expense,  net 
profit  and  capital  for  the  two  fiscal  periods  in  Practice  Set  No.  3. 
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CHAPTER  XXXVI 
SINGLE   ENTRY 

Methods  of  Bookkeeping 

It  has  been  emphasized  in  previous  chapters  that  in  making  a 
record  of  transactions  an  equality  of  debits  and  credits  should  be 
maintained.  When  this  method  is  followed  it  results  in  what  is 
known  as  double  entry  bookkeeping.  It  is  based  on  the  principle 
that  each  transaction  involves  an  exchange  of  equal  values,  and 
that  the  record  should  show  the  value  of  the  property  or  services 
received  and  of  the  property  or  services  given  in  return  in  each 
transaction. 

Sometimes  another  method  of  bookkeeping  is  employed  in  which 
no  attempt  is  made  to  maintain  an  equality  of  debits  and  credits. 
Under  this  method  only  part  of  the  effect  of  a  transaction  on  the 
financial  condition  of  a  business  may  be  shown  in  the  accounting 
records.  For  instance,  $75.00  may  be  paid  for  one  month's  service 
of  a  stenographer.  The  payment  of  the  $75.00  of  cash  may  be 
recorded  by  a  credit  to  cash,  but  the  receipt  of  the  services  is  not 
shown.  So  it  is  with  other  transactions — the  debits  may  be  re- 
corded and  the  credit  ignored,  or  vice  versa.  This  method  of 
recording  transactions  is  known  as  single  entry  bookkeeping. 

Single  Entry  Bookkeeping 

As  indicated  by  the  preceding  paragraph,  single  entry  book- 
keeping is  a  method  of  bookkeeping  by  which  only  part  of  the 
debits  and  credits  resulting  from  the  business  transactions  per- 
formed are  recorded.  There  is  no  uniform  practice  as  to  what 
should  and  what  should  not  be  recorded  when  single  entry  is  used. 
Usually  there  are  certain  facts  which  the  owner  of  the  business 
thinks  of  particular  importance  and  these  are  recorded  while  the 
remainder  are  omitted. 

In  nearly  all  cases  a  record  is  kept  of  the  amount  due  from 
customers,  the  amount  due  to  creditors,  and  of  the  cash  receipts 
and  disbursements.  Some  authors  even  go  so  far  as  to  define  single 
entry  as  a  method  of  bookkeeping  which  provides  a  record  of  these 
and  of  nothing  else.     In  practice,  however,  all  kinds  of  variations 
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and  modifications  may  be  found.  Often  a  single  entry  system  may 
be  established  which  provides  a  record  of  only  the  items  mentioned, 
but  as  the  business  expands  additional  information  will  be  desired 
and  the  records  will  be  modified  to  provide  it.  More  and  more  in- 
formation may  be  desired  with  consequent  modifications  of  the 
bookkeeping  records  until  probably  a  double  entry  system  will  be 
developed. 

It  can  be  seen,  therefore,  that  it  is  impossible  to  say  arbitrarily 
of  what  a  single  entry  system  may  consist.  It  is  more  nearly  cor- 
rect to  say  that  whenever  there  is  a  system  of  records  which  is 
not  kept  by  double  entry  that  it  is  a  single  entry  system.  Single 
entry  was  probably  originally  so  called  on  the  assumption  that  only 
one  entry — that  is,  a  debit  or  a  credit — was  made  in  the  case  of 
each  transaction.  This  was  never  strictly  true,  for  if  a  customer 
paid  his  account,  cash  was  debited  and  the  Customer's  account  was 
credited,  and  a  similar  procedure  was  followed  in  the  case  of  other 
transactions.  It  is  still  less  true  at  present  under  the  modifications 
which  have  taken  place.  Any  account  kept  in  the  case  of  double 
entry  may  be  kept  in  the  case  of  single  entry.  Consequently,  in 
the  case  of  many  transactions  equal  debits  and  credits  are  recorded. 
However,  so  long  as  equal  debits  and  credits  are  not  recorded  for 
all  transactions,  it  is  not  double  entry,  and  may  be  conveniently 
termed  single  or,  as  some  writers  suggest  as  more  appropriate,  sim- 
ple entry. 

Records  Required  for  Single  Entry 

Any  record  used  with  the  double  entry  method  may  be  used 
with  the  single  entry  method.  In  the  very  simplest  type  of  single 
entry,  however,  usually  three  records  are  required :  the  journal,  the 
cash  book  and  the  ledger. 

If  a  record  is  kept  with  only  creditors,  customers  and  cash,  the 
debits  to  the  Customers'  accounts  and  the  credits  to  the  Creditors' 
accounts  would  be  from  the  journal.  The  cash  received  from 
customers  is  recorded  on  the  debit  side  of  the  cash  book  from  which 
the  credit  to  the  Customer's  account  is  made.  The  cash  paid  to 
creditors  is  recorded  on  the  credit  side  of  the  cash  book  from  which 
the  debit  to  the  Creditor's  account  is  made.  The  other  items  in 
the  cash  book  are  not  posted. 

It  is  not  deemed  worth  while  to  illustrate  the  books  used  in 
single  entry.  It  is  not  likely  that  the  student  will  ever  be  required 
to  keep  a  set  of  single  entry  books.    When  they  are  used  at  present 
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it  is  almost  invariably  because  a  bookkeeper  is  not  employed  and 
the  books  are  kept  by  some  one  who  is  ignorant  of  bookkeeping 
methods,  but  has  had  to  develop  some  means  of  obtaining  certain 
necessary  information.  If  a  bookkeeper  is  employed,  it  is  almost 
always  for  the  purpose  of  installing  a  double  entry  system.  It  is 
of  little  importance,  therefore,  to  understand  the  details  of  oper- 
ating a  single  entry  system.  The  thing  of  primary  importance  is 
to  know  how  to  change  a  single  entry  system  to  a  double  entry 
system,  and  this  is  explained  later  in  this  chapter.  Even  if  it  were 
deemed  worth  while,  it  is  impossible  to  give  an  illustration  of  a 
single  entry  system  which  would  be  more  than  merely  suggestive, 
for  single  entry  systems  vary  widely  and  are  not  governed  in  their 
operation  by  any  well-established  principles  as  is  the  double  entry 
system. 

Proving  the  Accuracy  of  Single  Entry  Records 

There  is  no  satisfactory  way  of  proving  the  accuracy  of  single 
entry  records.  Since  there  is  no  attempt  to  maintain  an  equality 
of  debits  and  credits,  a  trial  balance  can  not  be  made.  The  only 
proof  of  work  possible  is  the  checking  of  the  ledger  record  with 
the  record  in  the  books  of  original  entry.  As  a  consequence,  in- 
accuracies may  occur  which  will  not  be  detected.  Of  course,  if 
errors  occur  in  connection  with  the  debiting  or  crediting  of  the 
personal  accounts,  these  may  be  detected  at  the  time  of  settlement. 
If,  however,  the  error  is  in  favor  of  the  customer  or  creditor,  he 
may  not  report  it  and  it  may  not  be  discovered. 

Determining  Profit  and  Loss  Under  Single  Entry 

Since  by  the  single  entry  method  there  is  often  no  record  what- 
ever kept  of  the  income  and  expenses  of  the  business,  and  in  no 
case  is  there  a  complete  record,  it  is  impossible  to  make  a  State- 
ment of  Profit  and  Loss.  Although  a  Statement  of  Profit  and  Loss 
showing  the  results  of  the  operations  of  the  period  is  not  possible, 
it  is  possible  to  determine  the  net  profit  or  loss  for  a  period  by  a 
comparison  of  a  Balance  Sheet  made  at  the  beginning  of  the  period 
and  a  Balance  Sheet  made  at  the  end  of  the  period. 

Determination  of  Profit  and  Loss  by  Means  of  the  Balance  Sheet 

Some  of  the  assets  and  liabilities  appear  on  the  ledger.  The 
remaining  assets  can  be  obtained  by  means  of  an  inventory  and 
appraisal.     The  liabilities  that  do  not  appear  on  the  ledger  can 
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usually  be  obtained  by  inspecting  the  memorandum  records,  the 
unpaid  invoices,  etc.  After  the  assets  and  liabilities,  including 
the  accrued  income,  accrued  expenses  and  deferred  charges,  are 
obtained,  a  Balance  Sheet  can  be  prepared  which  will  give  the  net 
worth  or  proprietorship.  If  such  a  Balance  Sheet  is  made  both  at 
the  beginning  and  at  the  end  of  the  fiscal  period,  a  comparison  of 
the  net  worth  as  shown  by  these  Balance  Sheets  will  show  the 
profit  or  loss  for  the  period,  providing  no  additional  capital  has 
been  added  during  the  period  or  no  withdrawals  have  been  made. 
To  illustrate  this  method  of  determining  profit  or  less,  it  may 
be  assumed  that  the  financial  condition  of  P.  C.  Dodge  on  Decem- 
ber 31,  1919,  and  December  31,  1920,  is  represented  by  the  follow- 
ing condensed  Balance  Sheets : 

P.  C.  DODGE 
Balance  Sheet,  December  31,  1919 


Current   Assets 
Deferred  Charges 
Fixed  Assets 

4,200 

300 

2,400 

00 
00 
00 

Current  Liabilities 
Proprietorship 

1,900 
5,000 

00 
00 

6,9(K)|00 

6.900 

00 

Balao 

P. 
ce  Shee 

C.  DODGE 

t,  December  31,  1920 

Current  Assets 
Deferred  Charges 
Fixed  Assets 

5,800 
340 

2,280 

00 
00 
00 

Current  Liabilities 
Proprietorship 

2,120 
6,300 

00 
00 

8.420 

00 

8.420 

00 

It  will  be  seen  that  the  proprietorship  of  Dodge  has  increased 
$1,300.00  during  the  year.  Consequently,  if  no  additional  invest- 
ment has  been  made  during  the  year  and  no  withdrawals  have  been 
made,  this  increase  of  $1,300.00  in  proprietorship  shows  the  net 
profit  for  the  year.  It  can  be  seen  readily  that  if  an  additional 
investment  has  been  made  during  the  year  it  must  be  subtracted 
from  the  increase  of  proprietorship  and  that  any  withdrawals  must 
be  added  before  the  net  profit  is  obtained. 

Although  the  net  profit  for  the  fiscal  period  may  be  obtained 
by  a  comparison  of  Balance  Sheets,  no  analysis  of  expenses  and 
income  is  provided ;  consequently  it  is  difficult  to  judge  as  to  the 
efficiency  of  past  operations  or  to  plan  future  operations.  Such  an 
analysis  can  be  obtained  only  by  a  properly  designed  system  of 
double  entry  records. 
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Comparison  of  Single  Entry  and  Doable  Entry 

Single  entry  as  usually  practiced  is  simple,  and  since  a  record 
is  made  of  only  part  of  the  debits  and  credits  which  result  from 
the  transactions  performed,  the  posting  is  much  less  than  in  double 
entry.  No  difficult  analysis  of  transactions  is  involved  and  it  is 
somewhat  easier  to  understand  by  those  who  are  untrained  in  ac- 
counting practice.  This  brevity  and  simplicity,  however,  are 
secured  at  the  expense  of  the  analysis  and  information  which  it  is 
the  primary  function  of  the  accounting  system  to  provide.  Double 
entry  provides  a  classified  record  of  every  transaction,  a  proof  of 
the  accuracy  of  the  record,  and  a  full  statement  of  the  sources  of 
the  profits  and  of  the  causes  of  the  expenses,  and  these  can  not  be 
obtained  from  single  entry  records. 

Consequently,  single  entry  is  employed  very  rarely  at  present 
by  commercial  firms.  When  it  is  employed  by  such  firms,  it  is 
where,  as  was  stated  before,  the  smallness  of  the  firm  makes  a  book- 
keeper unnecessary  and  some  one  untrained  in  accounting  designs 
and  keeps  the  records.  In  special  cases  single  entry  records  may 
serve  fairly  satisfactorily.  Professional  men,  such  as  doctors  and 
lawyers,  often  keep  their  records  by  single  entry.  If,  however, 
their  expenses  are  of  material  size,  the  additional  information 
obtained  from  double  entry  records  is  worth  more  than  the  extra 
labor  involved. 

Changing  from  Single  Entry  to  Double  Entry 

When  the  accountant  or  bookkeeper  finds  a  system  of  records 
kept  by  single  entry,  it  is  necessary  for  him  to  be  able  to  change 
it  to  double  entry.  The  first  step  in  this  process  is  the  preparation 
of  a  Balance  Sheet  showing  the  assets,  liabilities  and  proprietor- 
ship of  the  business.  The  next  step  is  to  make  the  entries  which 
are  necessary  so  the  records  may  show  the  same  information  that 
is  given  by  the  Balance  Sheet.  If  a  new  set  of  records  is  to  be 
opened,  this  is  comparatively  easy.  It  is  only  necessary  to  make  a 
compound  journal  entry  which  records  the  assets,  liabilities  and 
proprietorship  as  shown  on  the  Balance  Sheet  and  to  post  these 
items  to  the  appropriate  accounts.  If,  however,  the  same  records 
are  to  be  used,  some  of  the  assets  and  liabilities  shown  on  the  Bal- 
ance Sheet  will  be  already  in  the  ledger.  It  is  necessary  to  check 
these  items  which  are  already  recorded  in  the  ledger  and  to  post 
only  the  additional  items  which  are  shown  on  the  Balance  Sheet, 
but  not  in  the  ledger. 
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To  illustrate  the  method  of  making  the  entries  in  the  latter  case, 
it  may  be  assumed  that  James  Brown  has  been  keeping  a  system 
of  single  entry  books  by  which  a  record  is  maintained  with  cash, 
accounts  receivable  and  accounts  payable.  The  Balance  Sheet  of 
Brown  on  December  31,  1920,  is  as  follows : 

JAMES  BROWN 
Balance  Sheet,  December  31,  1930 


Cash 

520 

00 

Notes  Payable 
Accounts  Payable 

Notes  Receivable 

86 

00 

Accounts  Receivable 

3,240 

00 

James  Brown,  Prop. 

Merchandise  Inventory 

4,156 

80 

Office  Furniture 

482 

00 

Building 

2,150 

00 

Land 

3,000 

00 

! 

13,634 

80 

2,864  00 
2,978  40 
7,792  40 


13,634 


80 


The  journal  entry  necessary  to  open  the  double  entry  books  of 
Brown  is  as  follows: 

December  31,  1919 


Gash                                                                        1 

520 

00  f 

Notes  Receivable 

86 

00 

Accounts   Receivable                                               , 

3,240 

00   ! 

Merchandise  Inventory 

4,15ft 

80 

Office   Furniture 

482 

00 

Building 

2,150 

00  1 

Land 

3,000 

00 

Notes  Payable 

2,864 

00 

Accounts  Payable 

2,978 

40 

James    Brown,   Proprietor 

7,792 

40 

To  record  the  assets,   liabilities,  and  pro- 

prietorship of  James  Brown  on  Decem- 
ber 31,  1919,  on  which  date  his  records 

* 

are     changed    from    single     entry     to 

double   entry. 

It  will  be  noticed  that  the  entries  for  cash,  accounts  receivable 
and  accounts  payable  are  checked  so  they  will  not  be  posted.  There 
are  already  accounts  in  the  ledger  with  these  items.  No  doubt 
there  are  separate  accounts  with  customers  and  creditors  main- 
tained in  the  ledger.  Accounts  receivable  and  payable  are  shown 
as  totals  on  the  Balance  Sheet  and  in  the  opening  entry  for  the 
sake  of  brevity.  If  the  separate  accounts  are  shown  in  the  open- 
ing entry,  each  of  these  will  have  to  be  checked  and  not  posted. 
When  the  opening  entries  are  posted,  the  ledger  should  be  in  bal- 
ance and  this  should  be  proven  by  a  Trial  Balance. 
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Method  of  Keeping  Statistical  Records 

Although  it  is  important  that  a  double  entry  record  be  made  of 
the  transactions  recorded  in  the  ledger,  in  many  businesses  there 
are  supplementary  records  kept  which  are  not  kept  by  double 
entry.  In  fact,  some  of  the  most  important  information  used  in 
the  management  of  a  business  may  not  come  from  double  entry 
records. 

There  are  many  illustrations  of  these  supplementary  statistical 
records.  In  a  store  where  there  are  several  sales  clerks  employed, 
it  is  desirable  to  compare  their  efficiency  in  terms  of  sales.  Con- 
sequently, a  record  is  kept  of  their  daily,  weekly  and  monthly 
sales,  and  a  report  made,  sometimes  weekly  and  sometimes  monthly, 
which  shows  their  sales  in  comparative  form.  In  the  same  manner 
a  record  may  be  kept  of  sales  by  departments,  or  of  the  sales  of 
different  commodities.  Further  analyses  may  be  made  to  show 
sales  by  territories,  by  terms  of  sale,  by  method  of  delivery,  etc. 
These  analyses  are  usually  made  by  means  of  supplementary  rec- 
ords and  are  not  shown  in  the  ledger  accounts.  Often  one  of  these 
analyses,  such  as  sales  by  departments,  is  shown  in  the  accounts, 
while  the  others  are  shown  by  the  supplementary  records. 

The  use  of  these  supplementary  records  is  suggested  at  this 
time  in  order  that  the  student  may  not  make  the  error  of  thinking 
that  it  is  only  from  the  double  entry  accounts  that  the  information 
used  as  a  basis  of  business  management  is  obtained. 
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504  Bookkeeping  and  Accounting 

QUESTIONS  FOR  CLASS  DISCUSSION 

1 
Explain  the  distinction  between  single  entry  and  double  entry 
bookkeeping. 

2 
Can  a  definite  description  of  single  entry  bookkeeping  be  given? 
Why? 

3 
What  records  may  be  used  in  connection  with  single   entry 
system  ? 

4 
Can  a  Trial  Balance  of  a  single  entry  system  of  bookkeeping 
be  prepared?    Why? 

5 
Can  the  correctness  of  such  a  system  be  proven  in  any  other 
manner? 

6 
Explain  and  illustrate  how  profit  and  loss  may  be  determined 
when  records  are  kept  by  single  entry. 

7 
Explain  the  advantages  of  double  entry  over  single  entry. 

8 

Explain  and  illustrate  the  method  of  changing  single  entry  to 
double  entry. 

9 

A.  B.  Smith  has  been  keeping  his  records  by  single  entry.  He 
maintains  accounts  in  his  ledger  with  cash,  customers  and  creditors. 
He  desires  to  change  his  records  from  single  entry  to  double  entry, 
but  intends  to  use  the  same  ledger  as  before.  Explain  what  would 
be  necessary  in  making  the  entries  to  change  his  records  from 
single  entry  to  double  entry  in  order  to  avoid  a  duplication  of  the 
accounts  with  cash,  customers  and  creditors. 

10 
Explain  how  single  entry  records  may  be  of  value  in  gathering 
information  for  statistical  purposes. 
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Depreciation, 

Necessity  for,  228 

Nature  of,  228 

Method  of  Showing  Depreciation  on 
Balance  Sheet,  229;  in  Accounts, 
230 

Entries  Necessary  for,  232 
Deposit  Ticket,  220 
Dissolution  of   Partnership,   258 
Draft,  205 

Bank,   206 

Commercial,  206,  207 

Accepted,  208 


Effect  of  Special  Journals  on  General 
Journal,  186 

Endorsement  of  Negotiable  Instru- 
ments, 214-216 

Entries  Necessary  to  Record  Deprecia- 
tion, 232 

Equality  of  Account  Debits  and  Cred- 
its, 69 

Essential  Characteristics  of  a  Partner- 
ship,  251 

Exhibits,  468 

Express   Money   Order,   209 


Financial   Reports, 

Definition   and   Purpose,  467 

Conventional  Reports,   467 

Exhibits,  468 

Schedule,  468 

Analytical  Statements,  469 

Comparative  Balance   Sheet,  470-475 

Statement  of  Receipts  and  Disburse- 
ments, 476 
Freight  Express  and   Cartage,  429-433 
Ft-eight  in  Account,  302 
Formation  of  Partnership,  253 
Form  of  Balance  Sheet,  33 
Form  of  Proprietorship,  27 
Form  of  Statement  of  Profit  and  Loss, 
47 


Forms  Used  in  Bank  Transactions,  219 

Deposit  Ticket,  220 

Signature   Card,   221 

Pass   Book,   221 

Bank   Statement,   221 

Check,  222 
Fundamental      Classification     of     Ac- 
counts, 411 

Property  Accounts,  412 

Proprietorship  Accounts,  413 

Revenue  Accounts,  414 
Furniture  and  Fixtures,  80 


Graphical  Method  of  Presenting  Ac- 
counting Facts,  481 

Need   of,  481 

Use  of,  482 

Illustrated,   484-492 

Advantages  of  Graphic  Method,  493 

Limitations  of  Graphic  Method,  403 
Gross  Profit  on  Sales,  49,  120 


Important   Considerations   in   Figuring 

Percentages,  459 
Important  Percentages,  461 
Insurance,  372 
Interest,  311 

Interest   Paid  Account,  312 
Interest  Received  Account,  312 
Inventory  Account,  90,  118,  302 
Invoice,  199 


Journal, 

Defined,   134 
Standard  Form,  135 
Illustrated,   136-139 
Posting,  140 
Modern  Use,  186-193 
Subdivisions,  335 


Kinds  of  Negotiable  Instruments, 

Digitized  by  VjOOQLC 


508 


Index 


Land   Account,   297 

Ledger, 
Defined,  66 

Illustrated,   94-97,   141-143 
Arrangement  of  Accounts,  98 
Relation     to     Balance     iSheet     and 
Statements,  97 

Liabilities,   24 

Limitations  of  Graphic  Method,  493 


Meaning  of  Account  Balances,  65 

Meaning  of  Accounting,  11 

Meaning  and  Importance  of  Turnover, 

462 
Merchandise  Discount,  313 
Merchandise  on  Hand,  35,  118 
Method     of    Calculating     Percentages, 

459 
Method   of   Calculating  Turnover,   463 
Method    of    Determining    Debits    and 

Credits  to  Accounts,  69 
Method  of  Determining  Value  of  Cer- 
tain Assets,  269 
Method    of    Determining    Percentages, 

456 
Method   of   Handling   Cash   Payments, 

355 
Method    of    Handling    Cash    Receipts, 

354 
Method  of  Handling  Notes  Receivable 

and   Payable,  356 
Method  of   Handling  Purchases,  351 
Method  of  Handling  Sales,  353 
Method    of    Showing    Depreciation    on 

Balance  Sheet,  229;   on   Accounts, 

230 
Method   of    Showing   Percentages,   461 
Method    of    Taking    a    Trial    Balance, 

106 
Miscellaneous   Business   Forms,  216 
Modern  Use  of  General  Journal,  186 
Opening  Entries,   187 
Current   Entries,    188 
Adjusting  Entries,   191 
Closing   Entries,    192 


Nature    of   Books    of    Original    Entry, 

134 
Nature  of  Depreciation,  228 
Nature    of    Information    Provided    by 

Accounting,  12 
Nature    of    Information    Provided    on 

Balance  Sheet,  265 
Nature  of  Proprietorship,  25 
Necessity  for  Considering  Depreciation, 

228 
Need  of  Adjusting  Entries,  117 
Need    of    Departmental    Revenue    Ac- 
counts, 423 
Negotiable  Instruments, 

Requisites,  204 

Kinds,  205 

Check,  202 

Note,  203 

Drafts,  205 

Cashier's   Check,  209 

Express  Money  Order,  209 

Postal  Money  Order,  209 

Endorsements,  214-216 
Net  Operating  Profit,  122 
Non-operating  Expenses,  50,  287,   311 
Non-operating  Income,  286,  311 
Note,  203 

Notes  Payable  Account,  79 
Notes  Receivable  Account,  76 
Notes   Receivable   and   Payable  Book, 

356 
Numbering  Accounts,  416,  419 


Opening  Entries,  187 
Operating  Expenses,  50,  284 
Operating  Income,  280 
Operation   of  a  Partnership,  257 


Paging,  140 
Partnership,  251 

Essential  Characteristics,  251 

Relation  to  Accounting,  253 

Formation,  253 

Operation,   257 

Dissolution;   258 
Partner's  Capital  Account,  298 


Digitized  by 


Googk 


Index 


509 


Partner's  Personal  Account,  298 
Pass  Book,  221 
Percentages,  455 
Use  and  Value,  455 
Method  of  Determining,  456 
Argument  for   Using   Sale  Price   as 

Basis,  457 
Important  Consideration,  459 
Methods  of  Calculating,  459 
Important  Percentages,  461 
Method  of  Showing  Percentages,  461 
Postal  Money  Order,  209 
Post   Closing  Entries,  385 
Post  Closing  Trial  Balance,  386 
Posting  from  the  Cash  Book,  180,  342 
Purchases  Journal,  153-157,  426 

Posting,  158,  339 
Posting  from   Purchases  Journal,   158, 

339 
Posting  from  Sales  Journal,  164 
Practice  Sets, 
No.  1,  212 
No.  2,  245 
No.  3,  345 
Prepaid  Insurance  Account,  372 
Profit  and  Loss  Account,  121 
Proprietorship,  24,  251 
Nature  of,  25 
Ascertainment  of,  26 
Form  of,  27 
Accounts,  81,  297,  413 
Property   Accounts,  412 
Proving  Customers'  and  Creditors'  Led- 
gers, 329 
Purchases  Account,  89,  301 
Purchases  Discount  Account,  314 
Purchases  Returns  Account,  301 
Purchases     Returns     and     Allowances 

Journal,  427 
Purpose  of  Account-keeping,  410 
Purpose  of  Accounting,  13 
Purpose  of  the  Account,  61 
Purpose  of  Balance  Sheet,  32,  264 
Purpose  of  Closing  Entries,  120 
Purpose  of  the  Trial  Balance,  106 
Purpose    of    Statement   of   Profit   and 
Loss,  46,   279 


R 

Real  Estate  Accounts,  295-297 

Receipt,  219 

Recording  Cash  Payments,  174,  341 

Recording  Cash  Purchases,  338 

Recording  Cash  Receipts,  171,  341 

Recording  Cash  Sales,  340 

Recording  Purchases,  153,  337 

Recording  Sales,  159,  339 

Relation  of  Accounts  to  Reports,  295 

Relation   of  the  Business   Transaction 

to  the  Account,  67 
Relation   of   Consignor  and  Consignee, 

393 
Relation  of  Current  Assets  to  Current 

Liabilities,  268 
Relation   of   Debit   and   Credit   to   the 

Account,  66 
Relation  of  Ledger  to  Statements,  97 
Relation  of  Partnership  to  Accounting, 

253 
Requisites   of  Negotiable   Instruments, 

204 
Reserve   for   Depreciation    of   Delivery 

Equipment,    231;     Furniture    and 

Fixtures,   231 
Retail  C.  O.  D.  Sales,  402 
Returns  from   Sales,  280 
Revenue  Accounts,  414 
Ruling    Personal    and    Note    Accounts, 

127 

S 

Sales  Account,  90,  299 

SaleB  Allowances  Account,  300 

Sales  Deduction,  281 

Sales  Discount  Account,  314 

Sales   Journal,  159-163,  428 

Posting,  164,  341 
Sales  Record,  153 
Sales  Returns  Account,  300 
Sales  Returns  and  Allowances  Journal, 

428 
Sales  Ticket,  201 
Schedules,  468 

Selling  Expenses  Account,  91,  308 
Separate  Columns  in  Books  of  Original 

Entry,   336 
Shipping    or    Delivering    Merchandise, 

354 


Digitized  by 


Googk 


510 


Index 


Signature  Card,  221 
Single  Entry,  496-503 
Source  of  the  Ledger  Entries,  133 
Statement  of  Account,  218 
Statement  of  Profit  and  Loss,  40,  279, 
383,  447,  467 

Purpose  of,  46,  279 

Form  of,  47,  288 

Cost  of  Merchandise  Sold,  48,  282 

Gross   Profit   on   Sales,  49 

Classification  of  Expenses,  49 

Operating    and    Non-operating    Ex- 
penses, 60,  280,  284,  286,  287 

Classification  of  Items,  279 

Title,  50 

Subtitles,  51 

Illustration,   51,   289,   383,  447,   462, 
474 

Manager's  use  of,  52 

Showing  Departmental  Analysis,  447 

Showing   Percentages,   462 

Comparative,  473 
Statement   of   Receipts   and  Disburse- 
ments, 476 
Subdivision  of  the  Journal,  335 
Subtitles   of  Balance  Sheet,  37 


Title  of  Balance  Sheet,  36 

Title  of  Statement  of  Profit  and  Loss, 

50 
Trade  Acceptance,  358 

Accounting    for    Trade    Acceptances, 
358 
Transferring  an  Account,  128 
Trial  Balance, 

Purpose  of,  106 

Method  of  Taking,  106 

Illustrated,  107-111 

Post  Closing,  386 
Turnover, 

Meaning  and  Importance  of,  462 

Method  of  Calculating,  463 


Use  of  Reports  by  Owner  or  Manager 

of  Business,  52 
Use  and  Value  of  Percentages,  455 
Use  of  Statistical  Methods,  482 

W 

Wholesale  C.  O.  D.  Sales,  400 
Working  Sheet,  379 


Digitized  by 


Googk 


ILLUSTRATIONS 


PAGE 

1.  Balance  Sheet,  Report  Form 38 

2.  Balance  Sheet,  Account  Form 39 

3.  Statement  of  Profit  and  Loss 51 

4.  The   Account    63 

5.  Ledger     94-97 

6.  Trial  Balance   •. Ill 

7.  Journal    137-139 

8.  Ledger    141-143 

9.  Purchases   Journal    157 

10.  Sales  Journal   163 

11.  Debit  Side  of  Cash  Book 180 

12.  Credit  Side  of  Cash  Book 181 

13.  Invoice    200 

14.  Sales  Ticket   201 

15.  Check 202 

16.  Note    203 

17.  Bank   Draft    206 

18.  Commercial  Draft   206 

19.  Commercial  Draft   207 

20.  Accepted   Draft    208 

21.  Cashier's  Check    209 

22.  Position  of  Endorsement 215 

23.  Bill  of  Lading -. 217 

24.  Statement  of  Account 218 

25.  Receipt    219 

26.  Deposit   Ticket     220 

27.  Bank    Statement    222 

28.  Check  Book  223 

29.  Balance    Sheet    271 

30.  Statement  of  Profit  and  Loss 289 

31.  Purchases   Journal    338 

32.  Sales  Journal 339 

33.  Debit   Side  of  Cash  Book 340 

34.  Credit  Side  of  Cash  Book 341 

35.  Purchases  Requisition    352 

36.  Notes   Receivable  Book 357-358 

37.  Notes    Payable   Book 357-358 

38.  Trade  Acceptance   358 

39.  Insurance  Policy  Record 372-373 

40.  Working   Sheet    382 

41.  Account   Sales    396 

42.  Both  Sides  of  a  C.  O.  D.  Envelope 401 

43.  Statement  of  Profit  and  Loss  Showing  Department  Analysis 447 

44.  Statement  of  Profit  and  Loss  Showing  Percentages 462 

45.  Comparative   Balance    Sheet 471 

46.  Comparative  Statement  of  Profit  and  Loss 474 

47.  Statement  of  Receipts  and  Disbursements 476 

48.  Graphic  Chart  Showing  Net   Sales    486 

49.  Grahpic  Chart  Showing  Comparison  of  Net  Sales  and  Cost  of  Sales 487 

50.  Graphic  Chart  Showing  Comparison  of  Net  Sales  and   Advertising 488 

51.  Graphic    Chart    Showing    Comparison    of    Net    Sales    and    Operating 

Expenses    489 

52.  Graphic  Chart   Showing  Comparison  of   Net  Sales   and  Net  Operating 

Profit    490 

53.  Graphic  Chart  Showing  a  Comparison  of  Sales  for  Two  Years 491 

54.  Graphic  Chart  Showing  a  Group  Comparison 492 


Digitized  by  VjOOQLC 


Digitized  by 


Googk 


Digitized  by 


Googk 


UNIVERSITY  OF  CALIFORNIA  LIBRARY 
BERKELEY 

Return  to  desk  from  which  borrowed. 
Thit  book  is  DUE  on  the  but  date  stamped  below. 


LIBRARY  I 

AUG  12 


jsr 

1<52 


LD  ll-*6m-ll.'60(M77slft)476 


Digitized  by 


Googk 


-Y.C  95193 


M511260 


K  / 


Digitized  by 


Googk 


